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CHAPTER 17 Fiscal policy and the Stability Pact

Introduction , ,
onomic stabilization instrument, fiscal policy may assume

With the loss of monetary policy as a macroec N
: g g : i icie \ct other countries in a numbe
greater importance in a monetary union. However, national fiscal policies affect o lesin g r

of different ways. Do these spillover effects also call for sharing the fiscal poLiCY AN STIMITCA LS "“5 chapter
first reviews how fiscal policy operates across national boundaries and presents the principles that cgn hglp
to decide whether some limits on national decisions are in order. This lays the ground f(?r = un.derstandmg
of the Stability and Growth Pact. The chapter next examines the Pact’s impact on pohlcy ChOlCt‘S. al?d the
controversies that have arisen as its shortcomings become more evident. It concludes with a description of
a new pact, the Euro Plus Pact.

17.1 Fiscal policy in the monetary union

1711 An ever more important instrument?

When joining a monetary union a country gives up one of its two macroeconomic instruments & moneta.lrg
policy — but retains full control of the other — fiscal policy. Without national monetary policy, fiscal policy
is the only instrument remaining with which to deal with asymmetric shocks when they arise. From this
perspective, fiscal policy assumes crucial importance for smoothing national output and employment
fluctuations and, through the impact of prices along the aggregate supply schedule, inflation too. As seen in
Chapter 13, in a rigidly fixed exchange rate regime like the monetary union, the MP schedule is irrelevant
given the loss of monetary autonomy, but the IS schedule can be shifted with fiscal policy.

Unfortunately, fiscal policy is unlikely to be a good substitute for monetary policy. It is a very different
instrument, more difficult to activate and less reliable than monetary policy. Importantly, it can be misused,
and is often misused, when governments ignore the need to eventually balance their budgets.

Indeed, changes in public spending and/or taxes impact on the budget balance, which immediately
raises the question of the financing of public debt. Consider, for instance, a cut in income taxes designed
to increase private spending. A tax cut creates a budget deficit. The government will have to borrow
and thus increase the public debt, but how will this new debt be reimbursed? If, as is plausible, taxes are
eventually raised, the policy action is properly seen as the combination of a tax reduction today and a
tax increase later. This is an action unlikely to boost private consumption once taxpayers realize that the
benefit today will be offset by an equivalent cost in the future.!

In comparison with monetary policy, fiscal policy faces a major additional drawh
implement. A central bank can decide to change the interest rate whenever it deems

do so in a matter of seconds. Not so for fiscal policy. Establishing the budget is a |
process. The government must first agree on the budget, with lots of heavy
ministers. The budget must then be approved by the parliament, a time-
process. Then spending decisions must be enacted through the bureaucr
only gradually as they are never retroactive. For example, income taxes
implying long delays, even though, once implemented, fiscal policy actions
on the economy (6 to 12 months) than monetary policy (12 to 24 months),
tanker: it changes course very slowly. The delay may even be such that,
the economy, the problem that it was meant to solve has disappeared,

In much the same way as unrestrained monetary policy even i : ; N
fiscal policy results in high public indebtedness. The Srisisuhas slfgsvl]l\u tg:il:(lell:\;;;ﬂ ag:tr)lt:sutn dlS(gsth‘:ﬁ
destabilize a country and that the phenomenon may be contagious within the Eurozon% Th in; Stl_fon bias
the tendency to use monetary policy unwisely, has been reduced by making central b ;: _ 3 i endent’
from governments that tend to favour short-term gains (revenue from inflation) *t‘nths in epnse of
long-term pain .(gett.ing rid.of i.nﬂation. once it has been unleashed). The same po]itic:l ins:ixfcxtls) (:;.re the
source of a deficit bias, which is examined in Section 17.2.4. The deficit bias remains a feature of several

ack: it is very slow to
it necessary, and can
ong and complicated
-handed negotiations among
consuming and highly political
acy, and taxes can be changed
can affect only future incomes,
tend to have a more rapid effect
Ultimately, fiscal policy is like a
when fiscal policy finally affects

! The extreme case whereby consumers save all of the tax reduction to pay for future

equivalence. It is explained, and its empirical validity assessed, in, for example, B tax increases is called Ricardian

urda and Wyplosz (2017).
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Eurozone countries, wh;
D, lch c S f
Or re g i
e This is the raison etre of the Stability and Growtt
3 \ "owth

Pact, presented in n

Section 17,4

17.1.2 Borrowing instead o

Another way of looking at fis
citizens. During a slowdown

f transfers
cal polic

Y is that the . )
the gove government borrows and pays back on behalf of its

3 : nme N

borrowing. In an upswing, the government rsgt O Il))ens up a budget deficit that is financed through public
tl.u%t borrows to reduce taxes now angd a Sa budget surplus in order to pay back its debt. A government
citizens now and making e L4 ‘klalses ta)‘(es later to pay back its debt is, in effect, lending to its
own, borrowing in baq R Y d.c later. ?nd]vidual citizens and firms could, in principle, do it on their
fiscal policy. Is fiscal policy a f Sele b.ack N good years. This would have the same stabilizing effect as

To start with, note tha% in ?liie e‘x eljclse Or, worse, a bad political trick? Not quite.
citizens. The reason why it ma’g Prévious example the government simply acts as a bank vis-a-vis its

generally riskier and banks b make sense is that, when the economy slows down, lending becomes
> become very cautious. Many citizens and firms cannot borrow in bad times, or

can only bo i . :

e agplier:z:;:;gilgg ﬁ?lsgsltl;‘(:;efd, their ba.mks COl}sider workers who lose their jobs as a bad risk,. and the

R e s : .ace Sagging profits or even losses. When governments are considered a
) .U orrow at all times at reasonably low cost. This is why counter-cyclical fiscal policies

can be effective.

.An z%d‘dltlona] reason is related to one of the optimum currency area criteria examined in Chapter 15: the
desirability of substantial inter-country transfers. In that dimension, Europe was found to do very poorly.
Using fiscal policy can substitute for transfers. When a country faces an adverse asymmetric shock, its
government can borrow from countries that are not affected by the shock. This is the equivalent of a
transfer: instead of receiving a loan or a grant” from other Eurozone governments or from ‘Brussels’, the
adversely affected country’s government borrows. In this way, fiscal policy makes up for the absence of
‘federal’ transfers in a monetary union.

171.3 Automatic stabilizers and discretionary policy actions

Automatic stabilizers : |
Fiscal policy has one important advantage, though: it tends to be spontaneously counter-cyclical. When the

indivi i e di intingly low, corporate profits decline and spendin

vidual incomes are disappointingly : D g
Szonomy slows 900, o llection declines: revenues from income taxes, profit taxes, VAT,
! k. This all means that tax co ng ; : :
RIS 7o < hey would be in normal conditions. At the same time, spending on unemployment
and so on, are less than t tf y'djes rises. All in all, the budget worsens and fiscal policy is automatically
s nd on OIpen PR ffects are called the automatic stabilizers of fiscal policy. Importantly,
expansionary. These Vall'il:;;’oi of existing legislation and do not require, therefore, any decision by the
they result from the app ; ¢

ament. : .
government and appr oval t-)g o pafrll:ow the automatic stabilizers work. It shows the proportion of income
Figure 17.1 presents estimates OS redistributive mechanisms when total incomes decline by 5 per cent.
loss that is compensated by VarlO: the unemployment benefits, social contributions and various othe_?r
The mechanisms are: the income axés the stabilizers in the EU, the Eur(.)zone and the USA. :I‘helr role is
benefits. The left-hand chart comp-?”;l ted) than in Burope and, even more in the Eurozone, mau:ly because
i TR ens : P s A S

lower in the USA (a t}ull')d :S ‘;:;“alfe smaller. There are also important differences within p
social insurance contributio

. . : . -y, requires explicit decisions
D'scretlonary flsca/ Po,lc.y lBcEeEnonass ﬁsca'l p(;n:x?c; (s)ll:)tvtig cl;l;t;?;ge a?{d impl:nplented. This is
i ili ug ision: ‘
i Stabﬂsi)z:;(si:i,ng As noted ABUXS) s(t;: lgr:odnex(;:funds _ called rainy day funds — that can be quickly
to change taxes or .

why, in some countries,

‘ i be alternately giving
lies that any country is supposed to ; ivi
d, but & collective sgstemt}‘:: ‘l’;zgw m_l?nus is no different from long-term borrowing — receiving
reimbursed, s 7610 OVer run

veraging
hopefll.uu a

ss to ‘other benefits’ whe!

“ A grant is not to be
and receiving, the total
now, paying back later.

* Note that in some €ases,

n they become unemployed, which reduces the multiplier.

workers 105€ acce:
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Figure 17.1 Size of stabilizers in 20 14 (per cent of compensate
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mobilized by the government if discretionary action is needed. Even then, the amounts are small and their
use is often politically controversial.

An implication of the existence of automatic stabilizers is that the budget figures do not reveal the
government actions. Indeed, the budget can change for two reasons. An increase in the budget balance
may reflect explicit actions, for example a cut in spending or an increase in some tax rates; this is called
discretionary policy. Alternatively, it may result from an economic expansion; this is what ;:he automatic
stabilizers do. In order to disentangle these two factors, it is convenient to look at the cyclically adjusted
budget. This procedure is based on the output gap concept. The gap st di?f Cally adju
actual GDP and the GDP level that corresponds to a situation of neither a boom n e e.rence betwgen
gap, for instance, indicates that the economy is underperformin g it or a recessmr}. A negagve

perates below its potential.

The cyclically adjusted budget balance is an estimate of what th
eb : 2 :
output gap were zero. When output is below potential, that is, when alance would be in a given year if the

receipts have declined alongside lower revenues, the actual bud e heasdidie Deca iy
adjusted budget balance and, conversely, when the output gap lg
fictual and' cgclican adjusted budget balances captures the workin of th :
in the cgchc'allg adjusted budget reflect discretionary fiscal policiesg flisati: ook e (L
o The. cyclically adjusted budget balance is a reliable gauge of the .t :

cretionary government actions from the cyclie aqot tscal B S e

S | al effects of ;
indicates that the government tightens fiscal policy whereas ﬂeei:‘::;? ue stabilizers. An improvement
onary fiscal policy worsens the

li .
cyclically adjusted budget balance, If the government neyer changed its fisca] 0 4
alpolicy, the cyclically adjuste

budget balance would remain constant
, at least {, i ;
the case of the Netherlands. These two issues -0 it approxunation_4 Box 17.1 Hlustrates this point .

e _ : the role of :

tween the actual and cyclically adjusted budgets — play a crt\ll\Si:IUtolm e ndteditncde

role in what follow
S.

4

Why to a first approximation? Because, as

/ , as the econo
Also, the structure of the economy changes, possiblu:1 éjhg;og‘:séaore People climt, the i X rates.
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Box 17.1

Decrypting fi
ypting fiscal policy in the Netherlands
\ The left-hand chart in Fig

ure 17.2 dj

bgdget balances of the Nethezii: lis
Wlth the output gap, an indicg (
improvement in the budget over ¢

meet the Maastri 1990s. This c :
stricht entry condition, his occurred partly as a result of government efforts to

plays the oy i
Sl ﬁrstltt}l)]uttgap along with the actual and cyclically adjusted
at the actual balance generally moves in tandem

n that the a i e
> automatic ilizers
he atic stabilizers are at work. Note also the trend

tio

and partly bec: 2 S, as sh .
| thosg conkcllit;io(;\c;ut;e akI "SI output gap — e\(?z:rll;t l;g utlle reduction of the cyclically adjusted deficit
anks to the aut ¥ #CEPL lor the recession in 1995 — made it ier ;
tomatic stabilizers. The financial crisis that began in 208'?Stlg‘gnt2a2‘sie(§

the Dutch econom
7t Y to contract :
deficits. The government S001 sharply; both actual and cyclically adjusted balances went into large

ol 355 1 moved t 4 0
Stability and Growth Pact. to close these deficits, explicitly to meet the requirements of the

Figure 17.2 Act ;
val and cyclically adjusted budgets in the Netherlands, 1972-2018
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When fiscal policy is counter—cycli.cal, that is, .when it attempts to lim.it GDP fluctuations, the
cyclically adjusted budget chould decline along with the outpiit gap, p ossibly a year ahead given
the time that it takes to produce its effect. The right-hand cl\ayt, which plqts the output gap and
CRndes in tie cgclicallu adjusted budget balancg reveals that Lhis prescription has not often been
followed in the Netherlands. For example, during the El‘lrozone crisis, the out.put gap became sharply
negative and yet the govemment carried out a pro-cyclical, contractionary fiscal policy as shown by
the improvement in the cyclically adjusted budget balance. The left-hfmd ch.aft shows that the actual
budgét R rote the impact of the automatic stabilizers, which always are

lose as fast, dué to
counter-cyclical. R J
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17.2 Fiscal policy externalities

17.2.1 Spillovers: a case for policy coordination s by one country may spill over g
So far, we have looked at individual countries. But fiscal [)Ol,lcg o bor.rowinq costs and even financija]
other countries through a variety of channels, such as trade, mflat‘l(t)l: 's fiscal Iioli(ill actions can help or
distress. Such spillovers, called externalities, mean that on(? coun ‘ll-_J- C;) ordination helps. In theory. alj
hurt other countries. When the externalities are sigm'ficantt fiscal PO_ s ésituation that benefits thelﬁ, all
concerned countries could agree on one another's fiscal DOllf’-‘J 1o ac'h 19iv€)01m- cal in every country. '
In practice, coordination is quite difficult, because fiscal policy 15 hlgh g{( : lthe setting lup of & Toonetar

Within the Eurozone, fiscal policies remain a national prerogative. €t r ties. However, fiscal policg
union strengthens the case for fiscal policy coordination as it promotes deepi1 n v.vhiCh wou’ld I @acﬁ
coordination requires binding agreements, defining who does what and i (?e,ases tlhe S lovas t o/ tli
country’s sovereignty. The question is whether sharing the same cturrency incre A m /hll (,Omr(;vers' e]
point where some new limits on sovereignty are desirable and justified. To answer. hg A iﬁlffer‘ [ ]la
question, we review the channels through which spillovers occur and examine what ZEHCee
Eurozone makes.

17.2.2 Cyclical income spillovers _
Business cycles are transmitted through exports and imports. When Germany enters an expansion phase,
for instance, it imports more from its partner countries. For these partner countries, the German expansion
means more exports and more incomes. This is one way in which business cycles tend to be transmitted
across borders. Figure 17.3 displays output gaps for a number of countries. The countries in the left-hand
chart are all Eurozone members and have been EU members since the Treaty of Rome; their business
cycles are highly synchronized, and were so long before the adoption of the euro. In addition to Germany,
which is shown again to serve as a reference for Eurozone business cycles, the EU countries included in the
right-hand chart exhibit much less synchronization. Sharing the same currency enhances income spillovers.
This observation is a reminder of the en(?ogenous OCA hypothesis presented in Chapter 15: a high degree of
sg_nc.hronization means fewer asgmmetnc' shm:ks. The figure also shows that cycles were less synchronized
within the Eurozone in the wake of the crisis of the 2010s, which represented a major challenge.

Figure 17.3 Income spillovers, 1970-2018
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— Belgium
—4 1 — Germany

== France

== Netherlands

l
' —
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Note: The figure displays output gaps (percentage of potentia] GDP)
L.Sj)ume: Based on data from Fconomic Outlook, OECD, :



=

(e
Fiscal policy externalities A 419

—t

What does this mean for national fj
isca

member countries unde )
will want to adopt ann:;rgo SUnchronized cycleg for example bott
Donsionary fiscal policy, but to what} extz‘o 1

of the other, their combipeq actions

do most of the work, too little ntlizl;\? [I:]\a('lf be too strong; if, instead, each government relies on the other to

when the cycles are asgnchromz.ed Ae one to ‘pull each economy out of recession. Consider next the case

stands to boost spendin gin the '114 Al eXDal}Slonary fiscal policy in the country undergoing a slowdown
already boommg country. Converselg, a contractionary fiscal policy move

in the booming country st
Y stands S P
B aiirle roon ¢ to deepen the recession in the other country. These examples show that

Or mutually beneficia] cooperation ' -

I policies? Conai :
policies? Consider, first, the case when two monetary union

suffer a recession. Each government
nt? If each government ignores the action

17.2.3 Borrowing cost spillovers
A fiscal expansion Increases
country’s biggest borrower,
currency, Eurozone member
country is large and its deficj
interest rates deter investm

As stated, the argumen
markets, any one country’s

public borrowing or reduces public saving. As the government is usually the
large budget deficits may push interest rates up. Once they share the same
Cogntries share the same interest rate. One country’s deficits, especially if the
ts sizeable, may impose higher interest rates throughout the Eurozone.? As high
ent, they negatively affect long-term growth. This is another spillover channel.
t is weak, however. Since Europe is fully integrated in the world’s financial
: borrowing is unlikely to make much of an impression on world and European
interest rates. On the other hand, heavy borrowing may elicit capital inflows. This could result in an

appreciation of the euro, which would hurt the area’s competitiveness and cut into growth. Borrowing costs
thus represent another channel for spillovers.

17.2.4 Excessive deficits and the no-bailout clause

Even before the crisis, it was clear that debt sustainability could not be taken for granted in Europe.
As Figure 17.4 shows, overall public indebtedness (as a percentage of GDP) in the Eurozone had more than
doubled between 1977 and 1996, just before the check on admission criteria.® In the distant past, public debt
had occasionally risen but only in difficult situations, mostly during wars. The post-war build-up of debt,
partly related to the oil shocks of the 1970s and 1980s, illustrates what is sometimes called the ‘deficit bias’
This bias reflects a disquieting tendency for gove.rnments to run budget deficits fo’r no other reason than
political expediency. The figure also shows that, smcg the creamon. of the euro, public indebtedness furthe.r
rose steeply after the global financial crisis of 2008, in effect leading to the Eurozone’s own crisis. Does it
e i e?

call for 2 SP.ec’fl(.: ({ol!ectlvcflf]ﬂclsfn‘?:yys interest to resist the deficit bias and there is no need for collective

s ape 1s.m 7 can be identified. The founding fathers of the euro identified four spillovers.
measures, unless splllovel;lsencg of financially hard-pressed governments to call upon the central bank to

The first concerns the ten as this is called, is the traditional route to inflation. Central bank

: s netization,
finance their df(:!flCltS. I‘)’ibt m:nt is the proper response and, as noted in Chapter 16, the Eurosystem indeed
independence from governm

enjoys very strong inde? endenC;-in by one country is a sign of fiscal indiscipline that could trouble the

Second, heavy public borro If ?narkets believe that one country’s public debt is unsustainable, they
gguaional fnancle marke;t; with suspicion. The result would be sizeable capital outflows and euro
could view th.e yvhole -EUIOZ hat happened in 2010-11 within the Eurozone. : .
weakness. This is preCISel_g WAL er. A government that accumulates a debt that it can no longer service

There is a third potential Sp.luove o'f public debt defaults shows that the immediate reaction is a massive
must eventually default. ExPenencxchange rate and stock markets, and a prolonged crisis C‘?mplete f”‘th a
capital outflow, a collapse of the fmemployment. Being part of a monetary union changes things radically.
deepirecession and Skgmzmg rate that is the object of the market reaction. The spillover can further
It is now the common ex

extend to stock markets throughout the whole monetary union.
n

cial i ial i igni ili wth Pact: ‘The

rman i was influential in designing the Stability and Gro' :

G'::ld ﬂ\;ffviise hv:i": found their way into private investments results in higher long-
0

5 According to Jiirgen Stark, 2 higvl;;il:;e‘}vo
state’s absorption of resources

term 9). . '
g e pi 7zzme. The situation differs from country to country
® This is the debt for the wholé
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Figure 17.4 The Eurozone’s public debt (% of GDP), 1977-2018
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Source: AMECO, European Commission.

A further fear is that the mere threat of one member country’s default would so concern all other
member governments that they would feel obliged to bail out the nearly bankrupt government. This last
risk has been clearly identified in the Maastricht Treaty, which included a ‘no-bailout’ clause. Article 125
of the European Treaty forbids all public institutions, including governments, to provide direct support to
a Eurozone government. Article 123 does the same regarding the ECB. Yet it always was an open question
whether, in the midst of an emergency, some arrangement could still be found to bail out a near-bankrupt
government. For example, the ECB could be ‘informally’ pressed to relax its monetary policy to make
general credit more abundant at a lower cost, which eventually would result in inflation. More generally, it
was feared that a sovereign default would badly affect the Eurozone and undermine its credibility. We will
see in Chapter 19 that the no-bailout clause was effectively ignored in May 2010.

17.2.5 The deficit bias and collective discipline

Why do many governments seem to have a deficit bias, and why does this bias seem to differ from country
to country, as can be seen in Table 17.1? Deficits allow governments to deliver goods and services today,
including jobs to civil servants and transfers to the needy, but without facing the costs, in effect passing the
burden to future governments or even to future generations. It is tempting to do S0, especially when elections
are near, but adequate democratic accountability should prevent governments from indulging in doing so.
Even though future generations are not here to weigh in, the current generation may reasonably expectto
be called upon to service the debt, and anyway most people care about the next generation. A debt build-up
often reflects a failure of democratic control over governments. Why has this been happening in Europe’s
democracies?

Public spending is an important source of income for all sorts of citiz

: €ns, organizations and firms.
Taxpayers, current or future, must pay for it. Those who receive money from the government hove that




7

Principles | 421
Table 17.1 Pg}ngithin Europe (% of Gpp
Austria Belgiumhk\?g_ﬂ).’izoi\ SRR
aria ,
80.3 101.7 o Croatia Cyprus Czech Rep.
B S 1 P 99:0) s 122.2 44.4
Finland Fr
43.5 9.8 . ance Germany Greece
— hl\\& 95.6 76.0 177.2
eland ==
80.3 516 Italy Latvia Lithuania Luxembourg
e . 135.2 39.5 41.8 23.4
alta e
v Neth;;rlands Poland Portugal Romania Slovakia
I o 126.7 39.9 56.3
Slovenia ' [erEm—
0 Spain Sweden United Kingdom EU Eurozone ]
: 100.2 |46 91.8 89.5 96.0 (

Source: Based on data from AMECO, European Commission.

they will not pay the corresponding taxes, or at least not fully. It is in the interest of every recipient of
public spending to ask for more. In fact, they often form well-organized and influential interest groups.
Democratically elected governments are naturally inclined to please interest groups without raising taxes.
This is what lies behind the widespread bias towards deficits. The importance of the bias depends on the
electoral process. For instance, parliamentary regimes that involve large coalitions seem to be doing less
well at keeping deficits in check.

Changing the democratic regime (the form of democracy, how elections are organized, etc.) could
help, but it is a rather intractable endeavour. This is why some governments find it appealing to seek
external restraint and to invoke ‘Brussels’ as a scapegoat that can bfe b]'afned Whel.l resisting interest groups
and political friends. Collective discipline, even if not necessarily justified by spillovers, can be used as a
substitute for adequate domestic institutions.

17.3 Princi P I £ : argument for sharing policy responsibilities among independent countries
The existence of spillovers 1s one xgi;:t The broader question is, at which level of government — regional,
but powerful counter-argumelllltlfi € Olic‘i es be conducted? The theory of fiscal federalism deals with this
national, supranational = Sh? . ﬂ is another way of approaching the issue. Both approaches are presented
question. The principle of Sszl([i)ISZﬂ% recalled in this section with a particular emphasis on fiscal policy.

in detail in Chapter 3; they ar

17.31 Fiscal federalism

how, in one country, fiscal responsibilities should be assigned between
: ism asks !
The theory of fiscal federalism

; Lunicipal) of government. It can be transppsed to Elu'qpe's case, even
the various levels (nationaly region atl), naskillg which tasks should remain in national — possibly regional in
5 tion, bY S sibility, that is, delegated to Brussels. There are

though Europe is not & federa a shared respons ; )

| A% : keep it at the national level.
ftereml Statesg flancy andfwT:;:)onsibilitu to Brussels and two good reasons to keep
0 good reasons to transfer

ernment at the national and supranational level§. In many ways,
An additional concern s ¢ q,ualitucfi g:)(-:,oru and for a good reason: a common currency s fundamentally
i : q f the O h
this reasoning is remindful ©

a federal institution. .l . 1 I
reasing returns to scale
T for sharing ,espansibilities: extte; ggggessa:;‘ljlé’:\ceach ciuntrg is free to act as it wishes.
wo arguments for S to inefficien

iti licies are more efficient
i ea i ot enough. In addition some po
As noted before, S,Pllln (:;:;: is taker, sometimes It
Sometimes too much 2
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ale can be found in the use of money,” in the

wea development and producdon), S (,)tl} S
apons d ty but calls for repeated and often-piecemea
5 sovergl,(} % Uto qgive up sovereignty, partly or completely,
solution is sz) me important tasks have already been
In El(l;'osl;)lilre d competences (the internal market and

i c
when carried out on a large scale. Increasing returns to s

design of commercial law or in defence (army,

One solution is coordination, which preserve
negotiations, with no guarantee of success. Another
and delegate a task to a supranational institution.
delegated to the European Commission under the nam .
trade negotiations) and to the Eurosystem (monetary policy).

. ' ation asymmetries

Two arguments for retaining sovereignty: heterogeneity of prefe(ences anf/ /nl‘oern:aIiSing : r{x il
Consider the example of common law concerning family life (marriage an(! Jiecs étimes to’ a cons’iderablg
with ageing parents, etc.). Practices and traditions differ across cogntrles, som ,ment e C:reate
extent. In this domain, preferences are heterogeneous and a Supranatlona] alfandei= o
much dissatisfaction. S

Now consider decisions regarding roads: where to build them, how large to make th(—:'r‘j‘lr,i ;llf,r; toovseet.. up
traffic lights, and so on. These require a thorough understanding of how peoplé? IMOV.E)OF i : 1 l?la
specific geographic area. It is a case of information asymmetry: the information is more readily available
at the local level than at a global level. ;

Heterogeneity of preferences and information asymmetries imply that, in these m‘atters, 1t.’would be
inefficient to share competence at a supranational level. Much of the criticism levelleq at ‘Brussels conce?ms
cases where either heterogeneity or information asymmetries are important: deciding on the app'r(?prlate
size of cheese or the way to brew beer is best left to national governments, even to local authorities, no
matter how important are the externalities (public health is the mantra used by the Commission to expand
its power in food-related matters) or even the existence of important increasing returns to scale.

The quality of government

An implicit assumption so far is that governments always act in the best interest of their citizens. While this
may generally be the case, there are numerous instances when governments either pursue their own agenda
or are captured by interest groups. In addition, like any institution, governments often wish to extend their
domain, possibly in order to increase their own power or because they genuinely believe that they do a
better job than lower-level jurisdictions. One can question whether there is such a thing as ‘the best interest
of citizens’: some citizens favour some actions which others dislike. Governments exist in part to deal with
such conflict and do so under democratic control, but elections cannot sanction every one of the millions
of decisions that favour well-connected interests. In spite of all the good things that can be said about
democracy, it is not a perfect system.

What to conclude?
Good reasons exist for both centralizing and decentralizing particular tasks,. T
does not provide a general answer; rather, it argues in favour of a case-by
often, we face trade-offs with no compelling answer. To make things e
governments are not perfect, merely human, means that we need always
may transpire to be bad if the government is misbehaving. In particular
democratic control ought to be brought into the picture. The practica’l
performs better than the national governments.

he theory of fiscal federalism
-Case approach and suggests that,
ven murkier, the observation that
to keep in mind that a good solution
the quality of both government and

question here is whether Brussels

17.3.2 The principle of subsidiarity
It should be clear by now that the four arguments for and against centralization at the EU level are unlikely

7 s € quali :
issue. Weighing the various arguments and trading off the p;‘és ant?i 223;’;9;;‘“‘6111: further complicates the

another question arises: where should the burden of proof lie? The EU has t;ﬁ:n“glssio.n hn&ossi:lei)heggs
e view that the bur
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17.3.3 Implications for fiscal policy

A key distinction: mi -
y tion: microeconomic vs. macroeconomic aspects of fiscal policy

It is hel
mcroecé)rfgimtg ieé);:?;ing’;’g aipects of fiscal policy. The. first aspect is structural, that is, mginly
it ey A T e size 'of~ th budget, wt?ercj pubhc money is spent, and how. taxes are raised,
e : 42 _a SO c.on(..ellns mmcome redistribution and the need to reduce me(‘luahtlfas.or to
P nce.r} 1ves to particular individuals or groups. The second aspect is macroeconomic. This is the
Income stabilization role of fiscal policy, the idea that it can be used as a counter-cyclical instrument.
Here, we focus on the macroeconomic stabilization component of fiscal policy, ignoring the structural
aspects, which clearly are a matter for national politics, with very limited macroeconomic impact.
To simplify, we look at the budget balance and ignore the size and structure of the budget and the resulting
evolution of the public debt. We apply the principles of fiscal federalism to ask whether there is a case for
limiting the free exercise of sovereignty on national budget balances and debts.

The case for collective restraint

Section 17.2 identifies a number of spillovers: income flows, borrowing costs and the risk of difficulties
cits, possibly leading to debt default. Some of these spillovers can have serious
ne, as the crisis has shown. In addition, some countries have not established
conducive to fiscal discipline so it may be in their own best interest to use
t of restraint. On the other hand, it is difficult to detect any scale economy in

in financing runaway defi
effects across the Eurozo
political institutions that are
Brussels as an external agen

these matters. > 1l for some limits on national fiscal policies, and such limits can take various
These exter;lahtliz ocxii ination and peer pressure to mandatory limits on deficits and debts.
forms, ranging from

: ' traint ‘
The case agalnst co//ectl-Ve ref ction are important heterogeneities and information asymmetries.
Working in the opposite gitE presence of asymmetric shocks. A common fiscal policy, on

ity occurs in the : . :
Macroeconomic heterogeneity cl)lcc(; would leave each country with no counter-cyclical macroeconomic
(0] )
top of a common monetary P

differences of opinion regarding the effectiveness of
. e consequence of . . :
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processes are another RolFLe oF het:nognic conditions, whereas in others the process is cumbersome and
ing ec
dget to changing S ¥,
i z?.(?apt S gz:’ous- the perception of the political implications of fiscal policies.
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Finally, a number of countries have built institutions that effectively contain the deficit bias. Table 17,1
shows that this is the case in the Nordic countries as well as in some central and eastern European countries,
These arrangements include national budget rules, oversight committees (wise-petrsons’) or limits to
parliamentary initiatives that tend to raise spending or cut taxes. If it is possible to acluove. fiscal discipline
locally, then the subsidiarity principle indicates that this is where measures have to be taken in the first place,

Overall

It is far from clear that the macroeconomic component of fiscal policy should be subject to common limits.
Quite clearly, a single common fiscal policy is ruled out, but what about some degrge .of C‘oop?ration?
The debate is ongoing and is unlikely to be settled in the near future. The subsidiarity principle implies that,
aslong as the case is not strong, fiscal policy should remain fully a national prerogative. On the other hand,
the spillovers that could result from excessive deficits are important; this is the logical basis for the Stability
and Growth Pact.

17.3.4 What does it all mean for fiscal policy in the Eurozone?

In true federal states, there is a powerful federal government and sub-federal governments are usually
restrained in their ability to run deficits and hence to use fiscal policy as a macroeconomic instrument.
In the Eurozone, in contrast, the Commission budget is far too small (1 per cent of GDP) to play any
macroeconomic role. This is why a number of proposals aim at establishing an ‘economic government
for Europe’, including a European Finance Minister. The idea is that decentralized fiscal policies would be
subject to overall coherence objectives. There is a strong logic to it, but how does it relate to sovereignty
in fiscal matters?

Applying the principles of fiscal federalism to the Eurozone leaves us with few uncontroversial
conclusions. There always were valid reasons for imposing fiscal discipline, and the debt crisis has made
it clear that it is a survival condition for the euro. The case for policy coordination is also convincing
but there are equally valid arguments in the opposite direction. All in all, the case for further transfer of
sovereignty is weak.

Start with fiscal discipline. Since one country’s lack of fiscal discipline may create havoe throughout
the Eurozone, as has happened, a natural reaction is to limit the sovereignty of member countries, at least
during periods of instability. At the same time, parliamentary control over budgetary matters is a very
fundamental principle of democracies (‘no taxation without representation’). Challenging this principle can
be justified only if there is no other way of imposing fiscal discipline through member countries. But, as
noted above and further explained in Box 17.2, a number of countries have managed to contain their own
deficit biases by reforming their budgetary processes. This indicates that national solutions can deliver
fiscal discipline.

Box 17.2 The deficit bias and the common pool effect

The deficit bias is a frequently observed feature of otherwise well-functioning democracies. Is there
a systematic reason for this tendency? The common pool effect provides a convincing interpretation.
Its name refers to a medieval practice: villages often included a field - the commons — where peasants
could freely bring their cows and sheep to pasture. Each peasant had an incentive to bring as many
animals as possible since grass was free. The (possibly inaccurate) result was that the commons could
not feed all the animals that were grazing. Collectively, the peasants should have agreed to limit the
number of animals that anyone could bring, but individually each peasant wanted the others to take
the first step. Herds were decimated and the peasants starved.

Much the same applies to taxation: let the others pay more! It also applies to government spending: |
want more public spending that is a benefit to me, so cut spending elsewhere if need be, In a democracy,
voters require governments to do things for them and to pay for them with taxes paid by others.
They often organize themselves in powerful pressure groups that lobby the government. In that way,
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Table 17.2 documents the tra

political s
outcome,

m is identified

acred cows, Since tax increases are politically unsavoury,

; . ; ck record among a number of developed countries. For each country,
it p‘rc?v1des two pieces of evidence: in the first row, the proportion of years when the budget was in
deficit over more than half o century and, in the second row, which year the budget was last in surplus,
if that occurred after 1960, The deficit bias is widely confi,rmed as most countries have experienced
deficits for at least four years out of five, The exceptions are Norway (which benefits from huge oil
and gas income), Denmark, Finland, New Zealand and Sweden, countries that display a high degree of
both transparency and collective responsibility. It is also interesting to note that some countries have

recently adopted some of the anti-bias solutions mentioned above; while their track record is poor, it is
improving, as indicated by recent surpluses.

Table 17.2 Deficit years during 1960-2014 in the OECD area (%)

Australia Belgium l Canada Denmark

% 81 83 51
Last surplus 2008

France Germany Ireland

81
2007

Finland

Japan New Zealand
L)

Portugal ‘ Spain I Sweden

D and Eichengreen and Wyplosz (1993) for older data.
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' G agreed recommendations by the
among governments and in the European Parliament, and leads tc.) .l(.)”"“-‘]t in.(J S onie degree otlcoordinatiod
Council.® Time will tell whether the European semester succeefls l‘n 111:1ec 17{) T tﬁis ne(eoordiu
effective enough to take into account the spillovers described in Section 1/.2.

: . T imagine that much will be gained,
mechanism does not limit national sovereignty in any way, 1t 1S hard to 1mag
Box 17.3 provides an example of the difficulties.

Box 17.3  Fiscal policy coordination in the Eurozone

Following the crisis of 2010 and subsequent years, recovery has been unu SHa Ly Slo“l,; %S can' bi se.e h
in Figure 17.3. A large number of countries, not merely the crisis countries, were asxe fagljlaln (; C }?t
their budget deficits because the public debt had increased during the ‘recessmn. tha't & Ovﬁ( ; 'e
global financial crisis. Restrictive fiscal policies stunted the recovery. Policy qoordlnatlon B h’ave
improved things by encouraging deficit reduction where needed while pr omoting a SUONYELICCOvERl]
through spillovers from expansionary fiscal policies where the debt allowed. Since large countries
produce stronger spillovers, it mattered a lot what they were doing.

Figure 17.5 looks at the situation in the four largest countries. Each chart displays the actual bu.d.(}et
balance and the change in the cyclically adjusted primary balance, which is a measure of the fiscal
stance. An increase in the cyclically adjusted primary balance denotes a discretionary tightening of

Figure 17.5 The budget balance and the fiscal stance 2011-2018 (% of GDP)
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Ultimately, the debate has been ongoing for a decade and is unlikely to disappear.’ It pits tbqse who
attach much importance to spillovers and think that macroeconomic coordination is both promising and
relatively easy to implement against those who see it as a collusion of self-interested governments.

174 The Stability and Growth Pact
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The new version was adopted in June 2005. It sought to combine flexibility with a more precise rule of

: - s i ail below).
the game. The two main changes were as follows (and are explained in detal )
as explained in Section 17.1, attention
the actual budget and the 3 per ceni
EDP enshrined in the Maastricht

1 Because the actual deficit is a poor gauge of policy actions,
would shift to the cyclically adjusted primary budget. Formally,
deficit limit would remain the criterion because it is stipulated in thfz _
Treaty, but the Commission was given some room to interpret the situation.

make recommendations in a good

2 A ‘preventive arm’ was introduced to allow the Commission to
¢ stabilizers but enough to keep the

year, when the budget mechanically improves due to the automati
budget from dipping below the 3 per cent deficit limit.

Then came the global financial crisis. Obviously, this was not the time to insi‘st 911 2% strict application
of the SGP and nearly all countries were technically in excessive debt. The Commission issued a European
Economic Recovery Programme, which implicitly accepted that it would take time to respect the. SGP.
At the same time, the Commission proposed to strengthen and expand the SGP, acknowledging .that it had
not delivered its promises even before the crisis. This time, the focus was on embedding the pact in national
policy-making processes and to foster coordination.

This has led to yet another re-engineering of the SGP. Two new agreements, the so-called Six Pack-Two
Pack, and one new Treaty, the Treaty on Stability, Coordination and Governance (TSCG, also called the
Fiscal Compact) are described below. It was also decided to strengthen the hand of the Commission, which
can only make recommendations to the European Council, which had shown much leniency. According to
the Reverse Qualified Majority Voting procedure, a Commission proposal to apply sanctions for excessive
deficits is approved unless a qualified majority of Member States oppose it.

174.2 The stability and growth pact

The SGP consists of five elements:

1 A definition of what constitutes an ‘excessive deficit’

2 A preventive arm, designed to encourage governments to avoid excessive deficits

3 A corrective arm, which prescribes how governments should react to a breach of the deficit limit
4

Procedures designed to embed each country’s budget process within a European framework that is
meant to be overriding

5 Sanctions.

The SGP applies to all EU member countries but only the Eurozone countries are subject to the
corrective arm. J

Excessive deficits and debts

The Stability and Growth Pact considers that deficits are excessive when the

GDP. The public debt is excessive when it exceeds 60 per cent of GDP. Thes

criteria described in Chapter 16, which also explains the logical connection betw
The weakness of the deficit threshold is the existence of automatic stab
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The preventive arm

As explained in Section 17.2.4, many governments exhibit a deficit bi
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ides against it.!! The intention is to make

adopted unless a majority of votes ighted by country size, dec ‘
- R e eighedly i lies to all EU countries but fines

Commission proposals more likely to be adopted.'? The preventive arm app
can be imposed only on Eurozone member countries.

The corrective arm

When a country does not meet the requirements of the SGP
limits — it is declared in excessive deficit by the Council. The decision
voting (QMV) upon a recommendation from the Commission. Given
debts vastly in excess of 60 per cent, the EDP applies only if a country above the threshold has not reduced
its debt by at least 0.5 per cent of GDP on average over the previous three ;.)ears. ! !
The Council applies gradually increasing peer pressure, described in Figure 17.7. In brief, the COUI}CH
adopts recommendations that are increasingly detailed and urgent when the recomrnende'd course of acFlon
is not followed. After several failures to comply, a sanction procedure is triggered. F f)l]ovag S next:-to-fmal
warning adopted by RQMV, the Council imposes a sanction by QMV. The sanction 1 2 & deposﬂ osh
0.2 per cent of the delinquent country’s GDP. Further non-compliance may respltinaddiionatiines upioa
maximum of 0.5 per cent of GDP.

— the 3 per cent deficit and 60 per cent debt
is made through qualified majority
that most Eurozone countries have

The European semester

The European semester begins in January with the publication of the SGP’s forecasts for the years to
come, which is a way of harmonizing expectations and limiting unduly optimistic national forecasts that
lead to unrealistic budget previsions. Then, in early spring, each EU government submits its Stability and
Convergence Programme. Along with other policy objectives, the programme includes ‘medium-term
budgetary strategies’, essentially a statement of intentions covering the next three years. The crucial issue
at this stage is how each government intends to achieve its MTOs year by year. The Commission assesses
these programmes and determines whether they are realistic and compatible with the MTOs. If they are not,
the government is asked to adjust its intentions in good time before the next annual budget is submitted
to parliament. The adopted budget is then evaluated by the Commission, which then forwards its views to
the Council. The Council then examines each country’s budget and makes public recommendations in early
July, which concludes the exercise. The Council’s recommendations are meant to shape the next steps,
when budgetary proceedings revert back to the national level.

Appraisal

Several aspects of the EDP are noteworthy. First, formally, it does not remove fiscal policy sovereignty.
Governments are in full control; they only agree to bear the consequences of their actions. The procedure
involves recommendations, not orders by the Council. At the end of the day
parliaments decide fiscal policy, and policy-makers care about voters not abou’t
intended to weigh in. It remains the case that both recommendations and sanctions
public opinion against ‘Europe’.

Second, the intent is clearly pre-emptive. The preventive arm is designed to avoid reaching the stage of
corrective action and even then a lengthy procedure is involved between the time when a defii]:it is deemed
excessive and when a fine is imposed. Finally, all decisions are in the : : e
body that can exploit many of the ‘ifs’ included in the SGP. fandsofitne Council, a highly p olitical

As already indicated, the EDP applies to all EU countries but fines can be imposed only on Eurozone
member countries. At the depth of the crisis, in the spring of 2011, 24 of the 28 EU M embgr States were
declared to be in excessive deficit. By mid-2014, 17 EU countries were stil] declared to be in excessive
deficit (the exceptions were Bulgaria, Germany, Estonia, Italy, Hungary, Latvia, Lithuania. Luxembourd,
Romania, Finland and Sweden). By mid-2018, only Spain was still in the proc e;iure P ’two < e
(Estonia and Sweden) have never been declared in deficit. No sanction has ever been.imp (?s =

governments and their
‘Europe’. Sanctions are
may result in hardening

' A qualified majority requires at least two-thirds of the votes cast.

' This is a direct response to the 2003 decision not to sanction France and Germ
any. Thy ; . h
votes to fail to approve the Commission’s proposal. U: the two largest countries mustered enoud
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Figure 17.7 The corrective e
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it merely implements agreements voluntarily adopted by member countries, oftgn ehc:n.s hostility to thege
agreements, if not towards European integration. The TSCG shifts the debate: it is national laws that myg¢
be respected.

The TSCG actually specifies what type of rule is required. Its prescription is ther“de.bt, b‘rsze" arrangement
inscribed in the German constitution in 2009. This arrangement, inspired by the Swiss debt brake of 2001,
is described in Box 17.4. It is based on a simple rule: the cyclically adjusted budget must never exceed
0.35 per cent of GDP. As explained in the box, the rule is flexible in the short run .and.st‘rlct. in the long
run. Fiscal policy can be used counter-cyclically when needed but fiscal discipline is non-negotiable
and enforceable.

Unfortunately, the TSCG is not very precise. It recommends to adopt ‘in pr. inCiple’. the German rule as
a model and asks that it be written ‘in principle’ into each country’s constitution, which .would provide a
strong guarantee of enforceability. Early indications are that implementation of the treaty is very much a lq
carte, with many countries adopting complex rules not written into the constitution (perhaps because they
are too complex). Complexity and lower-level law make it possible to ignore the rule.

Another prescription of the TSCG is that each country subjects its budget laws to the scrutiny of a
committee of independent experts before adoption. A growing number of countries have established
such fiscal councils worldwide. They can play an important role. They usually are tasked to examine how
the budget is constructed and to spot unreasonable assumptions and calculations. They can also bless
temporary flexibility in bad years — deviations from the rule, when it exists — while insisting on rigorous
discipline in good years."” Here again, while some countries have established high-quality fiscal councils,
others have made sure that the government will not be subject to strong criticism. The TSCG also required
the creation of a European Fiscal Board (EFB) to overview developments in member countries and to

engage in consultations with the national fiscal councils. The EFB operates since 2017. It is a small council,
housed by the Commission, with very limited resources.

Box 17.4 The German debt brake

Implemented since 2011, the German debt brake rule (Schuldenbremse) requires that the budgets of
the federation and of the Ldnder be in balance. This requirement is deemed satisfied if the federal
structurally adjusted deficit does not exceed 0.35 per cent of GDP. The Lénder have no such derogation.
If, for unforeseeable reasons, the deficit exceeds the threshold, the corresponding excess is noted
down as a debit in a control account. Better outcomes are credited positively into the control account.
If the account debit exceeds 1.5 per cent, the federal government must empty the account ‘in a manner
appropriate to the cyclical situation’.

The arrangement has many advantages over the EDP. First, it is simple and therefore not subject to
interpretation. Second, being defined in cyclically adjusted terms, it allows N abilizers
to fully operate. Third, even better, deviations are allowed, which leaves room for Some discretion;
later, however, these deviations must be corrected. Fourth, again in contrast to the SGP thé correction
floesipot haye to be execuied nediatel, oulyilnia manner appropriate to the cgc,lical situation’,
which leaves space in which to wait for better times. Importantly, the obligation to correct accumulated
lapses implies that bygones are not bygones; the government knows ex-ante that i‘t will have to
compensate any slippage through subsequentsurpluses. Finally, the rule s a constitutional requirement-
The all-powerful Constitutional Court of Karlsruhe will see to it that the rule is respected

The debt brake is being progressively applied, so it is too early to observe its full eff. e.ct. The Swiss
debt brake, which served as a model for Germany), has been in place since 2002 Figure 17.8 presents
the evolution of the German and Swiss federal government debts. Obviously, fis- ) discipl'ine did not

exist in Germany and Switzerland before the adoption of the debt brake rul impact of
a simple and clever rule has led to a clear break from the past. es. However, the imp

»

1% During the crisis, the Swedish committee asked for a more expansio

nary fi ; e
government dutifully obliged. fiscal policy than planned by the government h
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ct is controversial
I74.4 Why.the R licies: how much room to manoeuvre?
Counter-cyclical fiscal policies: ! _ e :
; f budget balances to cgclu?al ﬂuc-tuatlo.ns, recalled in ection 17..1,3, is a source

The automatic response o much of its machinery, including the sanction mechanism, focuses on
of difficulty for the EDP becal(;seer cent debt limits. The logic is that, in normal years, budgets should be
the 3 per cent deficit af;d fg:vi eI;ough room for the automatic stabilizers to come into play in bad years
balanced or in surplus to tv:
without breaching the 3 per e hrg)l::ms of the SGP have put increasing weight on the structural budget.

Mindful of this problem, e remmission interprets the budgetary situation by recognizing that a budget
As it conducts surveillance, the C(.) Jly when the economic situation worsens. Indeed, the corrective arm
balance can deteriorate automatlcli st during good years (with a formal definition of what a good year
urges governments (o i g i is declared in excessive deficit, it is npt allowetd to let the automatic
actually is). Still, when a countrging role. The same applies to countries with debts in excess of 60 per cent
stabilizers play their Sh?cﬁigsc?:; indebtedness by 0.5 per cent per year, a requirement that applies to 13 out

ich are require 1 id-2014). A

2§ (f;)g‘,l:‘g:s:e mem%er counnat g,asroé’olzﬁr?ngsl a)re forced to conduct pr(?-cgclical fiscal pqhmes in bad

The upshot is that many memoe own in Figure 17.9, which plots changes in the output

. . The result is sh : : ; :
times, with a contractufmary t}f:f%(ﬁr ozone crisis) and 2014 on the horizontal axis, and in the cyclically
re
gap between 2008 (belo

! ; ¢ 35 B

i on the vertical axis. If fiscal policies are coun . i
adjusted budget balance (N of do Ssg;::c)i with a worsened structural balance as fiscal policy becomes
: ‘ should be ass

here in the Eurozone after th
decline in the output galg 9:shoWs that output gaps have worsened everyw. e
expansionary. Figure 1
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Figure 17.9 Pro-cyclical fiscal policies during the crisis, 2008-14
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crisis and that the structural balances have increased everywhere except Finland and Germany. In fact,
the worse has been the decline in output gap, the more the structural budget has improved: the countries
that adopted the more contractionary fiscal policies are those where the recession has- e
This suggests a two-way causality: the recession has subjected all countries to the excessive deficit
procedure and the SGP has promoted contractionary fiscal policies, These policies, in tl‘LmA have led to
deeper falls in output gap. 2 }

Controversies

The Stability and Growth Pact is the arrangement adopted to establish muy
EU in general, and especially in the Eurozone. Its logic is to provide a stro
to bring its budget into balance, or even surplus in good years,
counter-cyclical instrument in bad years. This is a good principle,
Yet, the SGP has become intensely controversial, and not simply b

ch-needed fiscal discipline in the
ng incentive for each government

S0 that fiscal policy can be used as @
for all countries anywhere in the wor d.

ecause of T
A first hurdle is the starting position. Had all countries achieved b of the crisis.

. ing the
euro, it would have been much easier to operate the SGP as intended.l'll?hgee::;‘:\l;ilrusee:cze::iltgr?: Ol?:\:gver,
required only a deficit of less than 3 per cent and, as Figure 16.2 shows, many did maf i better, L)
years of the euro were mostly good years, sometimes even very good years b%‘i‘ ‘MU md-\ ; fatiguel
— efforts to meet the criteria — set in and few countries took advanta ’ e

e 4 , > ) ge of the e ic situation to carty
out the required clean-up. This eventually led to the adoption of the preventive acmon%ﬁct;;tz;t;; occurre
]




- : ﬂ* /
The Stability and Growth Pact k/ 435
pefore the budgets hag be

. . en Sujtabl :
tightening of the rules i, : YImproyeq, The i 7
This is the ‘bad luck’ i 2O, led to the € Impact of the SGp during the crisis, followi p
S 1§ ¢ mterpl‘etation ot} adoption of pro-cyclical polic: A , Lollowing a serious
~f ¢ - « < 4 5 - ] ) . § - 0 3 3 A % y S
start and have ‘to be Sustained yntjj su eISGP. It implies that the effonspof lt(l?es E’lt'the M Lo Ll
W.hen tl}e SGP was under diScugSI'.p uses are achieved, : € CIISIS years represent a good
step, including sanctions, to he SSlon, ope

. VieW was that i
2 dec 1at it should be
roadmap. On the other hand, i Ided by the a be
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including detailed mandatory = of elected officials. An automatic application of the SGP
This is why, in the end, enfor
Ministers. But finance minjst
involving tactical considerations, Another

another, as in 2004, as recalled ip Box 17 51 :
a process that remains in the domain of c'l'

cement of the S

GP was entr - f
: itrusted to the Council of Economic i
€IS are, by defin ¢ and Finance

.1t10n‘, politicians. As such, they make elaborate calculations
1w 1s that governments will never want to humiliate one

A re.lated view is that it is wrong to rely on external pressure in
omestic sovereignty.

Box 17.5  The Commission vs. the Council

The Stability Programme presented by Germany at the end of 2000 anticipated a deficit of 1.5 per cent
of GDP for 2001; the final figure was 2.7 per cent. Following pledges from the German government,
the Council decided not to follow the Commission’s recommendation of an early warning. But then,
contrary to the government’s previous promises, the 2002 budget deficit stood at 3.8 per cent of GDP.
The German government argued that this was the result of floods in eastern Germany, an unforeseeable
exceptional event. This explanation did not cut much ice with the Commission and the Council, and
Germany, the promoter of the SGP, became the second country to be declared in excessive deficit, two

years after Ireland.

For 2001, France had
In 2002, the deficit reached 3.2 per ¢
partly because President Ch.irac re 4
campaign promise. The Council accepte
deficit procedure.
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Jgety onlogal iedunice grountds.The Council promptly contiiuey this(l;:?itc?;tr:scﬁfd (lltsclii(;«jlz::d“tlhe
Sinicontomiy i tgexgr(:ss!s}i'on claimed victory: By then, however, ad dec
adequate wording. The ©©0

issue was moot. )

An amusing episodeé s
slowdown. As it was eXp e
been taken. But the Dutcgo%%vﬁs keen Lo rest
whitewash in November ’

3, it had becom
03 deficits, not ye

h deficit stood at 3.2 per cent, the.result of a long
nt in 2004 and afterwards, no action should have
{he resistance against the French and Germz?n
dibility to the EDP. It asked to be declared in

i 2003, the Dutc
w 3 per ce
hich had led
ore cre

followed.
cted to fall belo
ent, W

ed. <t maior revision of the SGP, in 2005.
; was grante( : ; to the first major revision P,
excessive deficit and i requeSt prned I ot ing the Commission with no choice but to

le

esson well ict, leavi . ‘

The abeyance episode W:ﬁ :t lthe SGP W tO(F" lzt::ilg:iim was achieved by introducing the cyclically
Y.

The lesson drawn then WaSance and GermatE: ) s Tndeed, as Figure 17.10 shows, neither country
recommend the EDP f()r:(‘jrdit:ionza,l criterion 11
adjusted balance as an

rio




CHAPTER 17 Fiscal policy and the Stability Pact

rion in 2003-04. Afterwards, however, while Germany

f imi » this crite - ; ;
breached the 3 per cent limit under this moti Dy et of the next revision, in 2011, it was

endeavoured to achieve fiscal discipline, France ¢
concluded that the SGP had been too flexible.

Figure 17.10 France and Germany: output gap and budget balance (% of GDP)
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Source: Based on data from Economic Outlook, OECD.
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Implicit liabilities
Another difficult issue is related to the phenomenon of an ageing population. It is currently expected that
the share of people aged 65 years and above will rise to 30 per cent of total population in the Eurozone by
2060, up from 17.2 per cent in 2009. This development will have profound budgetary implications. Spending
on health and retirement is expected to increase very significantly. At the same time, the burden of caring
for more elderly people will fall on a smaller proportion of the population. The old-age dependency ratio
(the number of those aged 65 and over divided by those of working age (15 to 64 years)) will increase from
25.6 per cent in 2009 to 53.5 per cent in 2060.

These expenditures represent entitlements, sometimes called implicit liabilities
of the governments because they are enshrined in existing welfare pro :
they appear nowhere in existing accounts. They are a source of ¢
they will eventually increase public expenditures while the correspo
The eventual solution will have to combine a delaying of the age
pension payments and possibly of health provision, and higher
system. Needless to say, each solution is controversial. Some coun
in that direction; others prefer to ignore the issue.

They are true liabilities
grammes. They are implicit because
oncern for fiscal discipline because
nding revenues are not provided for.
at which people retire, a reduction of
taxes and contributions to the welfare
tries have already taken important steps

0 the future. As a result, enforcement is impossible

; ) 1y to colour its di : -
are potentially huge, possibly even dwarfing current debt Jevels ! W?\l;l %223:8 'tl‘f: tv’vttlll;?;;’:? ;lgg)sl;ﬁg

deficits and debts, then? The answer — because they are measurable — iS not particularly convincing

 Some estimates put the implicit liabilities at 100-300 per cent of GDP,
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Figure 17.12 shows the debt to GDP ratios for the five most indebted and the five. less indebted (g
states, and the same ratios for all 16 German Linder. Note that the scales of t.'he.vc‘*rtlcal axis are very
different. It should be clear that the US arrangement delivers much more fiscal discipline than the Germap i
arrangement, while fully respecting the budgetary sovereignty of the states. Many other federal countrieg I
prohibit any financing of sub-central government debts.

Figure 17.12 Debt levels among German and US states (% of GDP)
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Notes: End of 2017 for Germany and end of 2016 for the USA. The US chart displays the five states with the smallest debts and the
five states with the largest debts, measured as a ratio to state GDP.

Source: Germany: Destatis; USA: Census Bureau and Bureau of Economic Analysis.

17.5 The macroeconomic imbalance procedure

Figure 16.16 shows that the external balances of Eurozone countries have i i . A
adopted the euro. In theory, such imbalances should be self-correcting Ellllt1 (;;Zailul:gllg rcll:;/ce;gefi sms:stl:i)}i
worked well. Institutional arrangements and politics have stood in the wa Sy
made necessary by the absence of national exchange rates. S
is the macroeconomic imbalance procedure (MIP) introduce
deficit procedure.

The formal apparatus of the MIP parallels that of the EDP. It
arm, and it can lead to sanctions after graduated warnings propose
Council by RQMV. The big difference is that the EDP rests on preci
debt ceilings, while the MIP relies on a ‘scoreboard’, that is, a large
balances, the evolution of labour costs, unemployment, financial ¢
subject to the MIP but only Eurozone countries can be fined.

The heart of the MIP is the Alert Mechanism Report, which is
that the Commission considers to be in potential difficulty. This fy : : :
lead to recommendations and, ultimately, to possible sangﬁ:x:‘slsozr;%gzsla;ei’n;ieﬁm . wzlg(l:;l ctﬁz
Commission identified 16 EU countries that required an in-depth review., RIRHGDE iln d

! Y of wage and price adjustments
do.methmg must be done about it. The response
I 2012 alongside the reform of the excessive

has both a preventive and a corrective
d by the Commission and adopted by the
S¢ and quantified criteria, the deficit and
number of indicators, including external
onditions and more. All EU countries are

published once a year. It identifies countries
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17.6 Summary
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' ; any policy acti a'deficitsii
and declipe O turn into sy J Policy action because deficits increase when the

9 Discre tionarg pOlicg . rpluses when growth is rapid.

esults from explicit actions
HoweV_el”', undisciplineq fiscal policy
budget deficit bias shows that gov -
by commensurate tax revenues

Within a monetar - :
ary union, fiscal indiscinline ; )
spillover channels: ’ 1 Indiscipline in one country affects other countries through a number of

taken by the government.

i results in high public indebtedness. Indeed, the well-documented
MENts are eager to please voters with generous spending not financed

» Income flows via exports and imports

» The cost of borrowing, as there is a single interest rate

» The fear that a default by a government on its public debt would hurt the union’s credibility.

.The presence of spillovers argues in favour of the coordination of fiscal policies within a monetary
union. In practice, however, fiscal policy coordination is difficult. Member States have retained full
sovereignty in budgetary matters, and budgets are both highly political and a key element of democratic
oversight by national parliaments.

The theory of fiscal federalism provides arguments for and against the sharing of policy instruments.
On the one hand, the presence of spillovers and of increasing returns to scale argues for policy
sharing. On the other hand, the existence of national differences in economic conditions and preferences,
and of asymmetries of information, argues against policy sharing. In case of doubt, the principle of
subsidiarity posits that decentralization is the defau'lt option. The q,u.alitg of government also matters.

The Stability and Growth Pact (SGP), an application of the excessive deficit procedure (EDP) envisioned

in the Maastricht Treaty, is based on five organizing principles:

1 A definition of what constitutes an ‘excessive deficit
arm, designed to encourage governments to avoid excessive deficits
)
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Self-assessment questions

1 What is the difference between actual and cyclically adjusted budgets? Why are discretionarg

actions visible only in changes of the cyclically adjusted budget balance?

In Figure 17.2, identify years when fiscal policy is pro-cyclical, and years whenitis counter-cyclical,

What are externalities and spillovers? How do they operate in the case of fiscal policy?

Explain the no-bailout clause.

What is the intended purpose of the Stability and Growth Pact?

In the right-hand chart of Figure 17.1, choose a country and identify how it differs from the EU

average in the left-hand chart. What explanations can you imagine?

7 Compare the Stability and Growth Pact and the German debt brake.

8 Explain why fiscal policy would be strictly confined to the automatic stabilizers if the SGP required
that the cyclically adjusted budget be balanced every year. What difference would it make if the
cyclically adjusted budget had to be balanced on average over business cycles?

9 Why are fines under the Stability and Growth Pact sometimes described as pro-cyclical
fiscal policy?

10 Why is there a contradiction between the Stability and Growth Pact and sovereignty in budgetary

L matters? J

Essay questions

1 Compare majority voting, qualified majority voting and reverse qualified majority voting.

2 Does a debt default by a member country make it impossible for this country to remain in
the Eurozone?

3 Some countries argue that the monetary union needs a common fiscal policy to match the common
monetary policy. Evaluate this view.

4 In making its decision on whether to join the Eurozone, the UK Treasury studied the Stability and
Growth Pact and stated:

D Ol &5 W N

Where debt is low and there is a high degree of long-term fiscal sustainabili ty, the
case for adopting a tighter fiscal stance to allow room for governments to usn‘ fiscal
policy more actively is not convincing. Provided that arrangements are put i 7; place
to ensure that discretionary policy is conducted symmetricall Y, then long-term
sustainability would not in any way be put at r‘isk. ‘

HM Treasury (2003), Fiscal stabilisation and EMU, Crown Copyright.

L Interpret and comment.
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We knew that q Storm u
brewing but, admittedly, we
did not know exactly where.

Neither did we know what
would trigger it, or when it

would come.

S

Jean-Claude Trichet,
President of the ECB,

Fifth ECB Central Banking
Conference, Frankfurt, 13
November 2008

The euro is like a bu mblebee. This is a mystery
of nature because it Shouldn't fly but instead
it does. So the euro was a bumblebee that flew
very well for several years. Probably there was
something in the atmosphere, in the air. that
made the bumblebee fly. Now someth ing must
have changed in the air, and we know what

after the financial crisis. The bumblebee would

have to graduate to a real bee.

Mario Draghi, President of the ECB,
Global Investment Conference, London, 26
July 2012
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Introduction S
The Eurozone was just celebrating its first decade of existence when the global financial crisis, which

had started in 2007, morphed into a public debt crisis, concentrated on the area. The second stage of the
areat erisic hae not merely marred the earluy achievements of the Sin_(}lf‘ currency, it has also revealed deep

yl CTAU ULIDID 1IAD 1IUL IIIUATIL) ARIChE & U U e ]

flaws in the construction of the Eurozone — described in earlier chapters. This concluding chapter looks at
the crisis, which is bound to leave a profound imprint on the history of monetary integration in Europe,
Some expect the Eurozone to emerge tighter and stronger while others foresee a break-up, and possibly
the end of the euro.

This chapter is being completed in September 2018, at a time when the crisis appears to be over, but it has
left deep scars. After years of controversy, often along national lines, a reasonably shared understanding of
what happened is at hand. The chapter presents the results of this analysis, as well as some of the debates,
past and present, in Section 19.1 (the global financial crisis) and Section 19.2 (the specific Eurozone crisis).
Section 19.3 presents the policy responses, Section 19.4 looks at the special case of banks and Section 19.5
examines the lessons learned, and not learned.

19.1 Stage one: the global financial crisis

Between 2001, the year of the high-tech crisis, and 2007, the year of the financial crisis, the USA and much of
the rest of the world enjoyed an unprecedented period of prosperity, the combination of sustained growth
and declining inflation. The Great Moderation lasted longer and was more widespread than any previous
cyclical upswing. Policy makers were quick to claim responsibility for this achievement, ignoring the silent
build-up of tensions that have led to the worst economic crisis since the Great Depression. Knowledge of
what had caused the Great Depression helped to contain the crisis that originated in the USA and promptly
spread to Europe, but it led to rapid increases in public debt. This, in turn, set the stage for the second phase
of the crisis, which has been concentrated in the Eurozone.

19.1.1 Financial deregulation

Following the Great Depression, for which US financial markets were blamed, strict regulation was designed
to limit risk-taking by banks and financial institutions. The deregulation phase started in the 1980s and
culminated in 1999 with the repeal of the Glass—Steagall Act of 1933. There followed a rapid expansion of the
financial sector in the USA, and Europe soon followed with its own deregulation process associated with
the Single European Act adopted in 1986 (although deregulation in Europe never went as far as in the USA).

A first result of deregulation was that banks developed activities not directly related to their traditional
role of collecting deposits and making loans. Increasingly, banks became active investors themselves.
In order to expand this lucrative activity, they borrowed globally and short term to invest globally in
long-term financial instruments.’ Doing so created two mismatches:

| The maturity mismatch between short-term borrowings and long-term investments. As a result, banks
had to continuously renew their borrowings; they became vitally dependent on their ability to do so.

2 The currency mismatch, between borrowing and lending in different currencies, meant that they
could run into difficulty should exchange rate movements reduce the value of their lending (their
assets) relative to the value of their borrowing (their liabilities).

The result was to increase the fragility of banks. The good years of the Great Moderation hid the build-up
of risk, as did Basel Il regulations that allowed banks to determine themselves the degree of riskiness of
their assets. As explained in Chapter 18, because ordinary customer deposits are crucial to everyday
economic life, banks cannot simply go bankrupt; if they fail, they must be bailed out. Thus, the major risks
taken by banks were implicitly borne by their governments (and taxpayers), which naturally encouraged
banks to take even more risks (this situation is called moral hazard). Avoiding the potential socialization of
losses had been a key motivation of the Glass-Steagall Act, including restricting the banks to the dull - and

' In the terminology of Chapter 18, banks became highly leveraged.
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Box 19.1  The subprime mortgage loans

Low (or no) income households cannot borrow because regulation and banking practice establish a
minimum ratio between debt service and income. Subprimes circumvented that restriction by offering
loans with an initially low interest rate — and, therefore, low debt service — that would be significantly
increased after two or three years. When the interest rate was stepped up, a new, similar, loan would
be granted to enable the debtor to pay back the previous loan. If the price of the house had increased,
the borrower could borrow even more, again at the initially low rate, and thus keep some cash after
repaying the previous loan. Everyone loved this system, especially the US consumers who used
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Figure 19.1 Housing prices in the USA (Index: January 2000 = 100)
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Source: Bank for International Settlements.

Next, the bank divides the bundle into formally independent ‘tranches’, which it then ranks. Thus if
some mortgage loans were to be defaulted upon, the loss would go to the lowest tranche. If the losses
exceeded the value of the lowest tranche, they would go to the next lowest one, and so on. The top
tranches were accordingly considered perfectly safe; a great many loans would have to sour for
these tranches to be affected, and that was considered impossible. The top tranches received an AAA
ranking and sold at a high price. The lowest tranches sold for much less, but still at a nice price given
the unbounded optimism of the Great Moderation years. The ultimate buyers were often the worlds
largest and most prestigious banks.

These banks bought into the diversification argument: the individual loans were very different
because they were granted to different people whose abilities to pay back were unrelated. This meant
that the likelihood that many loans would sour together was negligible, even though the likelihood that
any one of them would not be repaid was quite high. The problem was that the subprime loans relied
on the belief that housing prices would continue rising for the indefinite future. When housing prices
started to fall, the supposedly unlikely event of all loans going bad at the same time proved to be
reality. This meant that the AAA tranches were junk, as the ultimate holders then discovered.

! A number of mortgage companies have since been prosecuted for deceptive selling practices. Some of them actually
remunerated people who were bringing new clients to them, irrespective of their borrowing ability.

% Yale economist and co-author of Irrational Bauberance, Robert Shiller, famously earned the nickname Mr Bubble in 2005
when he stated: ‘It's worthwhile to reflect that although home prices have gone up a lot in the recent years, they are just
the same houses, right? There’s no change in the services they provide. It's just the value we put on them. And so a house’s
value can just evaporate overnight, too. If people suddenly get very wary of investing in houses because they don't think
the prices are going to go up or if they think they're going to fall, then that will cause home prices to fall’ (http://www.npr- [
org/templates/story/story.php?storyld=4679264). i
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Housing price bubbles also occurred in Europe, especially in Ireland, Spain and the UK. As in the USA
housing first stopped growing and then started to decline. Although subprime-like mortgages are unlawfui
in Europe, many banks or mortgage lenders found themselves overextended and faced mounting losses,
Lenders like Northern Rock in the UK, Allied Irish Bank in Ireland and numerous Spanish cajas (regional
savings and loan banks) in Spain had to be rescued.

19.1.4 Avoiding a new Great Depression

When house prices peaked in the USA and it emerged that the subprime edifice would crumble, the
authorities — governments and central banks — were more exasperated than concerned. They resented what
they saw as reckless risk taking. They particularly disliked investors stating that the crisis would only
worsen until troubled banks were bailed out. They initially wanted to resist what they saw as a form of
blackmail.” However, they soon remembered the lessons learned from the Great Depression:

e Large financial institutions — called systemic, because their failures can drag the whole financial
system and the economy down into a tailspin — must be rescued.

® Deep distress in the financial system is soon followed by a profound and long-lasting recession.
e Central banks must provide liquidity to the financial system and adopt sharply expansionary policies.

e Governments must use fiscal policy to prevent a vicious cycle of recession and large budget deficits.

The authorities did all of that. Central banks provided massive amounts of liquidity, interest rates were
slashed to the zero lower bound and banks were kept afloat. Everywhere, the recession that followed the
financial crisis sharply reduced tax revenues. The London G20 Summit in 2009 (pictured) called upon all
governments to urgently adopt expansionary policies: ‘We are undertaking an unprecedented and concerted
fiscal expansion, which will save or create millions of jobs which would otherwise have been destroyed, and
that will, by the end of next year, amount to $5 trillion, raise output by 4 per cent, and accelerate the transition to
a green economy. We are commiitted to deliver the scale of sustained fiscal effort necessary to restore grovv“(h.’6

The impact on budget deficits was dramatic; see
Figure 19.2. Among the few countries that had paid
great attention to fiscal discipline before the crisis,
Ireland (not shown) and Spain apparently lost control
of their budgets because they had to rescue their
banks; in 2010, the Irish government spent more than
30 per cent of its GDP on bank bailouts. The build-up
of public debt is the immediate cause of the next
crisis, the Eurozone debt crisis, to which we now turn.
However, it must be pointed out that the UK and the
USA let their budgets deteriorate to the same extent as
the Eurozone countries (those in the left-hand chart),
which experienced a crisis. This too must be explained.

© Europea;; Union, 2014.
19.2 Stage two: the public debt crisis in the Eurozone

19.2.1 The legacy of the financial crisis: a paradox

If the goal was to return quickly to positive growth, by early 2010 things looked good, as Figure 19.3 shows.
The recession had been deep but relatively short-lived by previous standards. However, while the USA
went on growing, the Eurozone underwent a ‘double dip’ with a second recession in 2012-13. The recovery

from that second recession was very slow.

provision of

5 Initially, Mervyn King, the Governor of the Bank of England, famously refused to bail out Northern Rock: ‘The i
: , se

such liquidity support undermines the efficient pricing of risk. . . . That encourages excessive risk-taking and sows the
of a future financial crisis’ (Letter to the Treasury Select Committee, 12 September 2007).
5 (G20 Leaders Statement (https://www.gZO.org/sites/default/t‘ iles/g20_resources/library/London_Declaration.pdf).
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led financial markets to become worried about the sustainability of public finances, which the
a deep recession in the affected countries.

Governments and banks are tied strongly together. Banks hold bonds issued by their governments
because, traditionally, these bonds are considered safe. They are used on the interbank market and in
exchanges with the central bank because they are ‘safe assets’. An implication is that banks will suffer large
losses if a government defaults on its debt obligations. At the same time, governments must rescue banks in
difficulty. The debts of the banks then become debts of the government. The interdependence is called the
doom loop. If the government itself is in a fragile position, the situation becomes pretty desperate. To make
things worse, in a recession governments become more indebted and bank profits decline. Bigger budget
deficits and deeper bank losses create a vicious cycle, as explained in Box 19.2.

n provoked

Box 19.2  The phenomenon of multiple equilibria

Why did markets start to worry about Greek debt? One interpretation is that the rapid deterioration
of public finances, after decades of neglect, convinced the markets that Greece could not honour its
public debt. In addition, the ‘discovery’ by the new government of debts hidden by its predecessor
contributed to market alarm.

An alternative interpretation is that market participants started to worry about what might happen
if other market participants were worried. They realized that the Greek government might have to pay
a higher interest rate to keep borrowing and the cost of servicing the debt could rise quickly, adding to
the deficit. This would trigger further interest rate increases, larger deficits, and so on.

The subtle, but crucial, difference between the two interpretations is that the first considers that
a debt default had become unavoidable, while the second implies that the crisis occurred because
the markets worried that it could occur, not really because it had become unavoidable. The second
scenario is a case of multiple equilibria: a crisis may or may not occur, depending on what markets
worry about. There is a good equilibrium —no crisis — and a bad equilibrium — crisis. Which equilibrium
occurs depends on expectations of which equilibrium will prevail, a self-fulfilling prophecy.

Multiple equilibria cannot be proven or disproven. For a bad equilibrium to be possible, there must
be a reason why markets worry; whether this reason makes a crisis unavoidable or only subject to
a self-fulfilling prophecy cannot be ascertained. In addition, much as some crises occur but did not
really have to, many potential bad equilibria do not happen, even though they could. This reasoning is
admittedly a bit dizzying, yet it is important and useful.

Multiple equilibria reflect the fact that the financial markets are driven by expectations of the
future. This is yet another aspect of financial fragility. Multiple equilibria are suspected in numerous
crises, including the collapse of the bank Lehman Brothers, which triggered the global financial crisis.
One view is that the bank had suffered losses beyond reparation; it was effectively bankrupt.
The alternative view is that Lehman failed because it could not borrow from other banks, which feared
it might fail. Ex post, Lehman was surely bankrupt, but beforehand?

S )

19.2.2 Greece: crisis and bailout

By late 2007, Greek public debt stood at 105 per cent of GDP, more or less the same as in 2000. It was a large
amount, but markets did not express any particular concern about it for a long period, at least according
to the data in Figure 13.8. By late 2009, the debt had jumped to 127 per cent of GDP. This is when the view
of financial market participants shifted. The interest rate at which the Greek government borrows, long
quasi-identical to the German bond rate, started to rise. While one may quibble about whether the Greek
government could honour its debt at the pre-crisis interest rate, there is little doubt that the burden of debt
service became unbearable once the rate climbed to 10, then 15 and 20 per cent. By early 2010, the Greek
government was facing a desperate situation.

When a government finds itself unable to borrow, or only at punitive rates (see Figure 18.6), the normal
solution is to apply to the International Monetary Fund (IMF) for emergency assistance. The IMF provides




Sta e tway: ¢ ﬁ: )
88 two: the pyblic debt crisis in the Eurozone 483

conditional loans: it requires f,
under IMF itor et sipeenile e

the alternas: al action. Promptly reducing : e
arti - €rnative t PUly reducing a budget deficit
. ICularity of © 1o completely close the deficit for lack of any financing

Flending is thag s s
J1s that it is arranged through the central bank, following

e finape
S central bank is part of the Eurosystem.

d opposit; “€ Minister, Greece!

siti 1 . Greece
governments, the ECR an IMF intery

Promoteq a pure tery @1. n Eurozone affairs. In line with Eurozone

tion. After several announcements of increasingly

= ' Wy E tion j
larger financial packages f.: Y European g
ges failed tq gy, 4

IMF-EU-ECB (calleq e ) ay the markets, in May

- £ 2) Tescue opep: J 2010 the European Council decided a Joint
Stability Facility (EFSF) 5 P .~l‘dt10n. [talso created a new institution, the European Financial

emphasized public spending ¢ set and monitored by the Troika. The conditions

A uts and e
- S nhanced tax r ]
aimed at boosting Competitivenesgg, But a anced tax revenues, as well as a bevy of structural reforms

to produce effects, Unsurprisin( i fiscal contraction acts fast while structural reforms take years
its tax revenues were falling tl\IJeJ(,l (;ne year la't,er the Greek economy was gripped in a severe recession,
financial injection. In 2012, tyhe a5 ;3 ICIt situation had not seriously improved and Greece needed a fresh

exchange for a new €] 00 billion loanka declared itself disappointed and requested stronger measures in

The Greek authorities proceeded to impleme
the budget deficit and at reshaping a large numb
overly generous retirement System, a badly des
rigid labour regulations, a poorly designed heal

nt the requested measures. These measures aimed at closing
er of structural weaknesses of the Greek economy, such as an
igned tax system that was both unfair and too easy to evade,
. x th system that bred corruption, and much more. The reforms
were met with fiery oppositions, with often violent street demonstrations. In early 2015, a new government
was elected after promising to reject the conditions imposed by the Troika. The interest rate on Greek bonds
immediately jumped (Figure 18.6). Tense negotiations with the Troika raised the prospect of a default — by
then most of the public debt was owed to the other Eurozone governments — until a last-minute agreement was
reached in July 2015. The government won a new loan of €86 billion and a long (up to 30 years) grace period

on ite daht hut it accantad the caonditiong that it had reiected earlier In Ancuist 2018 this new nroagramme was

on 5 ~ A a2 A2E & ans ~ N s A VA RELS A LA A Saassan
Ui as QOUL, UUL 1L aCCCPLeC uiC CONGILIOHS LAl jecie e gus = ceWw proga

completed and both sides declared victory. Yet, at 180 per cent of GDP, the debt is now much higher than it
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to the IMF for emergency assistance) if they became unable to borrow from financial markets, banks
and individuals. The first article concerns the ECB:

Article 123(1): Overdraft facilities or any other type of credit facility with the European
Central Bank orwith the central banks of the Member States (hereinafter referred to as
‘national central banks’) in favour of Union institutions, bodies, offices or agencies, central
governments, reqional, local or other public authorities, other bodies governed by public law,
or public undertakings of Member States shall be prohibited, as shall the purchase directly
Jrom them by the Ewropean Central Bank or national central banks of debt instruments.

The second article concerns governments and the Commission:

Article 125(1): The Union shall not be liable for or assume the commitments of
central governments. regional, local or other public authorities, other bodies governed
by public law, or public undertakings of any Member State, without prejudice to
mutual financial guarantees for the joint execution of a specific project. A Member
State shall not be liable for or assume the commitments of central governments,
regional, local or other public authorities. other bodies governed by public law, or
public undertakings of another Member State, without prejudice to mutual financial
guarantees for the joint execution of a specific project.

This prescription was widely called the no-bailout clause. The official answer was to invoke the
solidarity principle from yet another article:

Article 122(1): Without prejudice to any other procedures provided for in the Treaties,

the Council, on a proposal from the Commission, may decide, in a spirit of solidarity

between Member States, upon the measures appropriate to the economic si tuation, in

particular if severe difficulties arise in the supply of certain products, notably in the
area of enerqgy.

(2) Where a Member State is in difficulties or is seriously threatened with severe
difficulties caused by natural disasters or exceptional occurrences beyond its control,
the Council, on a proposal from the Commission, may grant, under certain
conditions, Union financial assistance to the Member State concerned. The President
of the Council shall inform the European Parliament of the decision taken.

The official argument also stated that the ECB has not lent directly to governments but only bought
existing debt on financial markets, as authorized by Article 123. Neither have governments become
‘liable for or assume([d] commitments’ of other governments as forbidden by Article 125; they have only
offered loans. However, large ECB bond purchases are not in the spirit of the no-bailout clause and, by
lending to governments that may default, the lenders made some commitments.

The German Constitutional Court was asked to rule on the decision. In September 2011, the court
formally stated that the bailouts were not violating the German constitution but it did request more
parliamentary control. The court did not specifically address the case of the European Treaty, because
it is beyond its jurisdiction. French ministers have offered their own evaluation. Europe Minister Pierre
Lellouche stated, ‘It is expressly forbidden in the treaties by the famous no-bailout clause. De facto, we
have changed the treaty’;' Finance Minister Christine Lagarde (a professional lawyer) said, ‘We violated
all the rules because we wanted to close ranks and really rescue the euro zone. . . . The Treaty of Lisbon
was very straightforward. No bailout,”

The case then went to the Buropean Court of Justice, which did not deem the loans incompatible
with the Treaty on the basis of Article 122.

! Financial Times, 27 May 2010.
% Reuters, http:/www.reuters.com/article/2010/12/18/us-france-lagarde-idUSTRE6BHOV020101218.
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on the other hand, had a poor record of fiscal discipline, and the widely held view that its growth rate wag
likely to be meagre suggested that it would be difficult to reduce its public indebtedness. Yet, Portugal
was not in an obviously worse situation than Japan, Italy or even the USA. These observations are one
reason why the crisis is often seen as a case of multiple equilibria: for some reasons, it just so happened that
markets focused their attention on some specific countries and not others. These countries were vulnerable
and could not turn the tide back, but so were others that escaped suspicion. This interpretation begs two
questions: why these countries and why only Eurozone countries? Let us first deal with the second question.

No lender of last resort

Japan and the USA were two countries whose public debts were already high in 2009, but no one could imagine
that their governments would default. The reason is simple: their central banks would never let that happen.
Countries with their own currencies have a national central bank that can help their governments out.
Indeed, most central banks are understood to be ready to act as lender of last resort for their governments by
buying large amounts of the public debt. In a world of multiple equilibria, such beliefs make the difference
between crisis and no crisis. In the Eurozone, instead, the ECB was believed to be forbidden to rescue public
debts (see Box 19.3). In that respect, the euro is a foreign currency for its member governments.' "In fact, several
Eurozone governments, from countries not hit by the crisis, have strenuously opposed large-scale purchases of
public bonds by the Eurosystem. They also rejected the issuance of Eurobonds, national public debts jointly
guaranteed by all Eurozone members, an issue presented in Section 19.5. In both cases, they feared both moral
hazard — an encouragement to continue with budget deficits — and the possible sharing of losses if a government
were to default. Such opposition has led the ECB to repeatedly state that it had no inclination to help stressed
governments out. As we will see, the ECB has abandoned this view, with spectacular results.

It is not just the role of the central bank as lender of last resort to governments that was at stake, but also |
its role as lender of last resort to banks. Three of the five crisis countries — Cyprus, Ireland and Spain — faced ‘:
the urgent necessity to bail their banks out. Had the ECB acted as lender of last resort to banks, it could i
have provided some of the needed funds. Without it, they had to borrow as predicted by the doom loop view. '
Here again, considerations of moral hazard and of potential losses prevented the ECB from taking on this role.
Moral hazard, the fact that banks take more risk when they know that they are protected, can be contained
through proper regulation, supervision and resolution procedures, as explained in Chapter 18. As for losses,
they can be limited, possibly even avoided, with clever resolution. Box 19.4 relates how the Swiss government
and central bank actually made a profit when they teamed up to save UBS bank. This all suggests that the moral
hazard argument is serious but, in this case, the consequence of poor regulation, supervision and resolution.

Box 19.4 The bailout of UBS

UBS was Switzerland’s (and the world’s) largest bank, with global operations and assets worth close
to four times the country’s GDP. UBS had acquired vast amounts of assets based on US mortgages,
including the infamous subprimes. Following the collapse of Lehman Brothers, UBS appeared to
be in serious difficulty. Since it was too big to fail, the Swiss authorities promptly decided to bail it
out. However, they did not want to offer a gift to UBS. Quite the contrary, they imagined a clever
arrangement that would both protect taxpayers and potentially be profitable. The November 2008
bailout of UBS included two steps.

First, the Swiss federal government recapitalized UBS, This took the form of a loan that could be
transformed into shares at the discretion of the government. Thus, either UBS would reimburse the
government, including interest on the loan, or the government would become a shareholder — and then
sell its shares to make a profit — whichever was better for taxpayers. In fact, the government sold its
loan to UBS to private investors in August 2009 and made a 20 per cent profit from the transaction.

Second, the central bank, the Swiss National Bank (SNB), created a subsidiary called the Stabfund.
It was designed to both limit potential losses to the SNB and provide the possibility of making a profit.
The fund bought much of UBS’s toxic assets at market price, at a time when the market was depressed. »

————
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gure 19.6 shows how two indicators of competitiveness evolved between 1999 and 2009, during the first
decade of the euro and before the crisis. Unit labour costs measure how much, on average, firms must spend
on labour — wages and associated taxes — to produce one unit of GDP. Inasmuch as firms tend to pass higher
labour costs onto their prices in order to maintain their profitability, the consumer price index provides
another gauge of competitiveness. The figure reveals that the crisis countries are those where the two
indicators deteriorated the most. Their real exchange rates relative to other Eurozone countries appreciated,
which resulted in a loss of competitiveness. Note that the differences, accumulated over a decade, are very
large: labour costs in Ireland, Spain and Greece increased by 30 percentage points faster than in Germany.

Figure 19.6 Increases in unit labour costs in the initial Eurozone countries, 1999-2009 (%)
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We would expect that the higher inflation countries would see their current accounts (exports less

imports, both broadly defined) deteriorate, with the opposite happening in the lower inflation countries,
This is exactly what happened, as confirmed by Figure 19.7.8 Note that the counterpart of the external ‘
deficits were capital inflows, which added to inflation pressure. Why were investors and banks willing to i

shield these countries from their growing loss of competitiveness? With hindsight, this seems highly unwise
but, at the time, the monetary union seemed rock solid. ‘
|

Figure 19.7 Current accounts, 1999-2009 (% of GDP) - j
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According to this view, a number of Eurozone countries had lost competitiveness during the first decade
of the monetary union. Without an exchange rate of their own, recovering competitiveness would be a
painful process. This created a vulnerability that eventually worried the markets, which stopped lending to
these countries. The problem with this view is that the external deficits had turned around before the crisis,
as did labour costs. We need to dig deeper.

Policy mistakes
The dithering responses to the Greek crisis (Section 19.2.2) had alarmed the markets. The bailout of Greece
was justified by the belief that a bailout combined with harsh conditions would allay these fears. In fact, the
opposite happened. Figure 19.8 displays the differences between the interest rate of public bond (ten-year
bonds) of the stressed countries relative to the German bond rate. With the help of Figure 18.6, which shows
the levels of the same interest rates, we already saw that these differences — called spreads — are a measure
of market perceptions regarding the risk of default and/or exit from the Eurozone. Figure 19.8 reveals
that the spreads continued to rise, sometimes even accelerated, after the decision to bail out Greece.
The spreads started to fall only once the ECB announced in July 2012 that it would buy the public debts
of crisis countries, in effect accepting to act as lender of last resort to governments. We return to thlS ke!)'
event in the next section. At this stage, we note that the bailouts may have inadvertently encouraged the

8 Other Eurozone countries (not shown) also saw their current accounts steadily improve (Austria) or remain strongly posiﬁv."’
(Finland, the Netherlands). Chapter 16 also covers this issue.
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markets to focus attention on the Eurozone. Other mistaken policy choices, discussed in Section 19.3, may
have further worsened a bad situation.
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without eventually defaulting. Greece came first, probably because a newly elected government revealed
that the accounts of its predecessor were untruthful. Ireland and Spain, on the other hand, had displayed an
impressive degree of fiscal discipline. For them, the problem resulted from the banking system and the
necessity of providing bank bailouts. Markets may have trusted the Irish government to roll back this
sudden debt increase, but they were worried that this would not be the end of the story. Indeed, in a
now-classic erroneous move, the Irish government did not merely guarantee all bank deposits, it also
guaranteed all bank liabilities in 2008.” The potential cost of this guarantee was unknown, and in fact was
immeasurable. The resulting uncertainty triggered the crisis. Much the same applies to Spain.

According to the spreads shown in Figure 19.8, Italy was in crisis, yet it managed to avoid the infamy
of having to apply for a Troika programme. The reason why the markets fretted about Italy are clear: its
public debt stood at about 110 per cent of GDP. Italy has not been growing for a while, which bodes ill
for the reduction of its debt. Italian banks had not accumulated subprime-based assets — they were not
allowed to by the central bank — nor had Italy experienced a house price bubble. Yet, the poor growth
performance was a source of fragility for banks (indeed, several Italian banks have been identified as
weak during the ECB’s Comprehensive Assessment of 2014, and a few have failed since). Yet, for a decade,
Italy had managed to stabilize its public debt. It did not let it grow a great deal during the crisis; in fact,
it relied on expansionary fiscal policies elsewhere to contain the recession. In the end, the glass was half
full. The debt had not grown, but it had not been reduced either. The spreads showed that Italy was next on
the list of multiple equilibria that turn sour. Perhaps it was saved by the July declaration of the ECB to act
as lender of last resort, which is explained in the next section.

Other countries also had reason to be concerned. France, too, had a poor record of fiscal discipline
(Table 17.2) and its debt had almost reached 100 per cent of GDP in 2018. During the global financial crisis,
the large French banks had accumulated toxic assets. The large German banks, too, were badly hit by the
US subprime crisis, while many smaller local banks were known to be fragile. Its reputation as a fiscally
disciplined country had been undermined during the 1990s but the adoption in 2009 of a constitutional
zero-budget rule (see Chapter 17) was highly reassuring. Belgium also had a problem with some banks and,
like Italy, had a lingering huge public debt. Somehow, all these countries sailed through the crisis.

19.3 Policy responses

The financial markets continuously warned policy makers that determined action was needed to stop the
debt crisis. Much like the situation before the eventual collapse of Lehman Brothers, they asked for a
comprehensive solution. Policy responses were partial and half-hearted, and a growing rift was evident
within the Eurozone. Markets also questioned the wisdom of imposing fiscal restraints in the midst of a
severe recession. They were concerned about the limited resources and the tools put in place, the situation
of European banks and the role of the ECB. Things changed radically in July 2012 when the ECB took
resolute action. The national governments, however, had yet to rise to the challenge.

19.3.1 Why did financial markets fret?

From the start, the financial markets worried that some governments might partly repudiate their
public debts, thus imposing large losses on investors. They also worried about the wider repercussions,
including bank failures and a possible break-up of the Eurozone. More than anything, however, markets
hate uncertainty. In that respect, half-hearted policy responses have had a deleterious effect on financial
markets, which in return have increased the pressure on governments. Many of the steep increases in
interest spreads (Figure 19.8) can be traced back to policy decisions that markets perceived as ‘too little,
too late’. A good example is the creation of the European Financial Stability Facility (EFSF) in May 2010,
at the time of the Greek bailout. The idea was to build a war chest big enough to ‘shock and awe’ the
financial markets. The national governments announced that they had put together a package WO@?
€750 billion. In addition to the €440 billion provided by the EFSF, the package also included €60 billion froitl
the European Commission and €250 billion from the IMF. It quickly transpired that the €440 billion really.

R m - - 3 the
9 Who did it? Irish commentators maintain that the government was ordered to do it by the ECB. The ECB says it wasthf
- European Commission. The Commission claims that it was not involved. =
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Figure 19.9 presents the standard multi-year real GDP forecasts for Greece and Ireland produced by
the IMF at the time of a programme agreement, together with subsequent annual updates. The Greek
programmes were considered the least successful while the Irish programme was arguably the most
successful. In the case of Greece, successive forecast revisions have led to large downward adjustments,
each time further worrying the financial markets. The 2013 target for the Greek debt to GDP ratio was set in
2010 at 149 per cent; even after a debt cancellation worth 27 per cent of GDP, the debt still stood at 176 per cent.

" Figure 19.9 IMF forecasts for real GDP
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was mostly due to the larger-than-expected fall in economic output. A combination of
factors is responsible for this substantial error in judgement: (@) the Imj(./r'/'-'/luuh
expected fiscal multipliers, (b) the unexpected deterioration in NN’. (',r!f‘ruul r‘m*n‘mﬁmvnl,
including an oper discussion aboul ewro area break-up undermining uuwslf)r ('(I.I‘I_,f((l(-'wn('(’.
(¢) an over-optimistic assessment of the initial conditions, (d) an IIII([(’I‘(,’.S‘II)H(l/{()H of the
weakness of some administrative systems and a lack (g/‘pr)li/i('u/ ownership.

Sapir et al. (2014)

Box 19.5 The battle of the multipliers

The Troika requested exacting fiscal policy contractions. The logic was as follows. Countries that
asked for support did so because they had lost market access, meaning that their governments could no
longer borrow from banks or the bond markets. Without official help, therefore, they would be unable
to run budget deficits because they could not borrow to plug the hole. The aim of the programmes
was to restore market access as soon as was practicable. This was interpreted as a requirement to
close the deficits as soon as was practicable.

The debate starts with the word ‘practicable’. The Troika wanted that to be within three years.
With some countries starting with very large deficits (Figure 19.2), the objective implied a massive
fiscal policy contraction (in terms of Chapter 13, a large leftward shift of the IS curve). The debate
quickly focused on the size of the fiscal multiplier. The fiscal multiplier is a number that answers
the following question: if a government cuts its deficit by 1 per cent of GDP, by how much will GDP
growth be reduced? The exact value of the number depends on circumstances and the details of the
policy action, but a popular rule of thumb is that the multiplier is between 1 and 1.5. When the IMF and
the Commission required that the deficits be cut by several percentage points, they did not forecast
severe contractions. They suggested that the multiplier was very small. This assertion led to optimistic
forecasts of GDP growth and deficit outcomes.

In 2012, the IMF acknowledged the problem quite openly in its flagship publication:

The main finding, based on data for 28 economies, is that the multipliers used in
generating growth forecasts have been systematically too low since the start o f the Great
Recession. . . . Informal evidence suggests that the multipliers implicitly used to generate
these forecasts are about 0.5. Actual multipliers may be higher, in the ra nge of 0.9 to 1.7.

World Economic Outlook (IMF, 2012, p. 41)

The European Commission was far less forthright in recognizing this ‘error’, which arguably caused
huge pain in the affected countries. The Commissioner in charge of the Troika programmes is reported
to have argued that the multipliers were zero. In 2012, he sought to blame monetary policy:

It is correct that fiscal consolidation can have a dampening effect on growth in the short
term. Attempts to quantify this effect through the so-called ‘fi

: : LY scal multiplier' have been
much in the news in recent days. This issue merits analysis. But we should be cautious

about drawing conclusions too quickly. Fiscal multipliers may indeed be larger on
average in this crisis than in normal times. . . . That is not to say t

wy are larger in every
case. And we should ask whether worse-than-expected recessions in certain countries can

be attributed only, or even mainly, to the effects of fiscal consolidation. Other factors have
played a role in each slowdown. . . . The countries whose growth was revised most sharply

down at a time when they were tightening fiscal policy were also those experienci
3 3 < i S€ encr
large rises in spreads and suffering the effects of the breakdown in monetary poliéng

transmission in the euro area — a problem the European Central Bank has recognized.

. : Olli Rehn (2012)
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19.3.3 The bailout institutions

The creation of the EFSF (see Section 19.3.2) was meant to provide policy makers with readily available
resources in case of contagion. The fund was considered a temporary arrangement for dealing with
emergency bailouts. Its lending capacity was limiFed. to €250 billion anq Fhe BESEae i
directly to countries, excluding the purchase of ex1sqng debts. As the crisis Spre%q, it was decided to replace
the EFSF with a bigger, permanen and more versatile fund, the European Stabl_hty Mechanism (ESM).

The ESM replaced the EFSF in 2012. Based in Luxen\boyrg, thg ESM ha§ a len@g capacity of €500 billion.
It belongs to the Eurozone countries, which contribute to its capital. Starting capital is €80 billion, but it can
be if’lcregsed to €700 billion if the need arises. It borrows the amounts that it lends; since it can only lend less
o 'conSlderedt;ergasiifﬁ.tS of the ‘first wave’: Greece, Ireland and Portugal. The ESM,

o conmbmed’m ; lent to Spain, Cyprus and Greece again (Figure 19.4). Spain has been
e EFSF S lgla ln St’h:r:"arkem w,er e worrying that many Spanish banks needed a rescue,
an interesting case. By "“(:(-2 calied cajas. As pressure grew (see Figure 19.8), it seemed tl}at Spain would
especially the regionel Dok 'S d out, Fearful of the conditions imposed previously, the Spanish 90\_'emmem
B e it o 'Troika programie. Yet, it needed money (o rescue so;ng of 1t§ banks
S s o rkets, fearful of the Irish precedent. After long negotiations, m'order
it bolirqzv ozrl]st:.z:zgd to a’llow the ESM to lend money for bank rescues under a lighter

i r shock, it w : : :

:)(;':;r(;fl::aoct:l(laed Precautionary Financial Assistance.

19.3.4 Monetary policy
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Like the Federal Reserve and the Bank of England, the Eurosystem reduced its interest rate to zero, just
more slowly, as the left-hand chart of Figure 19.11 indicates. This action has been controversial because
recovery has been stronger in the USA and the UK than in the Eurozone, while the inflation rate is still
(in mid-2018) significantly below the ‘close to but below 2 per cent’ definition of price stability. Critics have

anrmicod thoa Fliiracnctam Af haine alind dlaa assvcra! snnabineg alawhis ta tha fiirm anff ovante rathor than hain
CANZAZ AR RA UL L2228 ML A2 Y VLA LS U C LY S UTL UL ULIC G ULV CIFLEC A CULLY FOLVU. VYA JIVU VAR UL AR ANV A BV A AU UR AA B UAREAL SR ARLE)

proactive. The Eurosystem has reminded its critics that its mandate requires that it take no risk in terms
of price stability, that the sovereign debt crisis is due to misguided government policies and that deep
asymmetries (the conjuncture, financial market fragmentations) have undermined the effectiveness of
monetary policy. Box 19.6 describes one such controversy.

Box 19.6  The ECB in July 2008

By August 2007, the Federal Reserve understood that the situation was precarious. The Bank of England
initially refused to help out banks, because it felt they should face the consequences of their risky bets,
but gave in in January 2008. The ECB did not move. In July 2008, when the Federal Reserve and Bank
of England were quickly bringing their interest rates down to zero, the ECB even raised its interest rate
(Figure 19.11). When Lehman Brothers collapsed in September 2008, however, the ECB changed its
mind. It then followed the actions of the two other central banks, although not going all the way down
to zero until June 2014, even though the Eurozone entered a deep recession in 2009 and the sovereign
debt crisis, which started in early 2010, provoked a second recession a year later.
The Chairman of the ECB, Jean-Claude Trichet, explained the July 2008 decision thus:

On the basis of owr regular economic and monetary analyses, we decided at today’s meeting
to increase the key ECB interest rates by 25 basis points. . . . Inflation rates have continued to
rise significantly since the autumn of last year. They are expected to remain well above the level
consistent with price stability for a more protracted period than previously thought. . . . Against
this background and in full accordance with our mandate, we emphasise that maintaining price
stability in the mediwm term is our primary objective and that it is our strong determination to
keep medium and long-term inflation expectations firmly anchored in line with price stability.
This will preserve purchasing power in the medium term and continue to Support sustainable
growth and employment in the euro area.

Press conference, 3 July 2008

Commodity prices, including oil, had been rising for months, which was filtering down to higher
inflation. The ECB chose to fight inflation at a time when the world was descending into the worst
financial crisis in several generations. Of course, awareness of the gravity of the forthcoming situation
was still limited, but the two other central banks were obviously more worried than the ECB. And they
turned out to be right.

ot

In order to deal with the freezing of the interbank market in the wake of the collapse of Lehman Brothers,
the ECB undertook to lend directly to banks, face to face rather than through the market. Panicked banks
wanted to amass vast amounts of liquidity to avoid the fate of Lehman Brothers, which fell because it
could not borrow the money necessary to satisfy its clients who wanted to withdraw the funds that they
had entrusted with the bank. The ECB responded. Within a few weeks, the size of its balance sheet — which
measures the total amount of its loans — increased by an unprecedented 40 per cent. The right-hand chart
in Figure 19.11 shows that, during the same period, the Federal Reserve (and the Bank of England, not
shown) allowed their balance sheets to more than double. In 2011, when the recovery proved weak (and the
Eurozone was entering a second recession), the banks were still too fragile to lend much to their customers.
Having brought the policy rates to nearly zero, the Fed (and the Bank of England) undertook a new
strategy, Quantitative Easing (QE). QE consists in providing very large amounts of liquidity to the banks
to encourage them to increase lending and thus support the recovery. In the event, they further doubled )
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the size of their balance sheets. Once again, the ECB was slower to react. It first allowed its loans to banks
to decline. Then, two years after its counterparts, it also adopted QE. Using the IS-MP-IRP framework, in
view of the combination of restrictive fiscal policies (Figure 19.10) and slow monetary policy action in the
Eurozone, it is not surprising that the recovery has been delayed., as Shom in Figm:e 19.3.
We have seen why governments were led to a('lopt contracmo‘narg fiscal pqhmes, but what about the
ECB? It insisted that price stability was its main prlont.g.and that it was not acting as lende? of last resort
; ts and banks. Its prudence reflected deep disagreement among member countries. Somewhat
to govemen X that the northern countries, not under market pressure, were opposed to many
S(f:‘hematlcall!i, t;)nekciﬁ;f; (s)il/itioné They worried that the risk inherent in these actions could create losses
of the central ban ¢

; i d losses, they feared that they would have
; countries share ECB benefits an ! y y
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to pay for the mistakes O being so prudent. This divergence of opinions, which reflected the asymmetry

understand that the ECB Wir el{ldirably constrained the Eurosystem. At stake was the notion of policy

of the economic situation, const Box 19.7. The ECB was very concerned to give the impression that its

dominance, which is pr esented de ot at a time when inflation was very low, and even briefly dipped into
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> ¢

- Opposition came in the form of a complaint lodged with the German Constitutional Court; see Box 16.5.

e
x

central bank can flatly refuse to print money for the government. As the situation deteriorates and
banks begin to fail, the government will point its finger at the uncooperal;lv.e central ban%c 1ol

At that stage, the question is who blinks first. If it is the government, which then cuts. its detjunt, thls
is a case of monetary policy dominance. The central bank will have won the battle of w1ll‘ and mﬂamm
will be contained, quite probably at the cost of a deep recession. If the central b'ank l?lmks first and ,
provides cash to the strapped government, fiscal dominance can lead to runaway inflation. I}

No matter how independent is the central bank, it must be accountable to elected p{ohtxc.la-ns.
It can resist pressure, but its ability to do so will eventually depend on which side the pul')h.c oplﬁmon
supports. The best protection against fiscal dominance is fiscal discipline. This is why eff1c1gnt fiscal
policy institutions of the kind presented in Chapter 17 are so important. Some observers consider that
the bailout of Greece, partly financed by the ECB, is an instance of fiscal dominance.

& =

As indicated earlier, when the sovereign debt crisis deepened, the Eurosystem undertook to buy
bonds issued by the crisis governments. This action caused much consternation in the northern countries.
Doing so half-heartedly, however, did not stop the crisis, causing much consternation in the southern
countries. Thus, one criterion of an optimum currency area, homogeneity of preferences, was found to be
missing entirely, with crippling consequences (see Chapter 15).

Ultimately, the ECB ended the crisis, its acute phase at least. In July 2012, its president announced that
‘the ECB is ready to do whatever it takes to preserve the euro’. This announcement was understood as a
promise to buy as many crisis countries’ public bonds as necessary to bring down the interest rates, which
happened as shown in Figure 19.8. In September 2012, this announcement was formalized with the
Open Market Transactions (OMT) programme. This was a drastic step because it could be construed as
financing deficits.'!

As Figure 19.8 shows, the effect was both immediate and long-lasting. Even though the ECB did not
actually make any purchases under the OMT programme, the spreads still declined quite dramatically.
The statement by the ECB that it was accepting its role as lender of last resort to national governments
moved the Eurozone from a bad to a better equilibrium. This is how things work in a world of multiple
equilibria.

Since then, an emboldened ECB has set up other programmes designed to reduce financial fragmentation.
Eventually, itadopted the QE strategy. It explicitly stated that QE was ‘within the mandate’ since inflation was
below the official target but, in practice, it acted to revive the Eurozone economy. This did not stop some
lawyers asking the German Constitutional Court to rule that OMT was against the constitution. A very
ambivalent court passed the case on to the European Court of Justice, which ruled in favour of the ECB.

19.3.5 Outcome

The combination of austerity-oriented fiscal policies and a monetary policy long ‘behind the curve' of
financial market panic means that the Eurozone differs from comparable countries. Figure 19.12 compares
the evolution of the GDPs of the Eurozone, the UK and the USA. In each case, the evolution is shown
alongside the corresponding long-run trend. Both GDPs and trends are indexed to take the same valueffig
2007, the year before the first crisis. In all three countries, the 2009 recession unhinged GDP from its secular
trend. It shows that the gap between actual and trend is larger in the Eurozone, and has kept growing“féff%
since 2009 while, in the UK and the USA, it has stabilized. i
Both monetary and fiscal policies can be related to the primacy of the price stability objective.
This is quite directly so for monetary policy. For fiscal policy, the link is the fear of fiscal dominance. It s
un‘derstandable, then, that monetary and fiscal policies be firmly oriented towards price stability. Has
stability been more under threat in the Eurozone than in the UK and the USA? Figure 19.13 shows th:
has not been the case since 2009. Of course, one can argue that price stability has been better achiev
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Figure 19.13 Inflation rates 1999-2018 (% per annum)
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the authorities cannot just let a bank disappear, leaving countless customers in disarray. This is not the
case with other segments of financial markets, which are well known to be involved in risky business.
Some investors may fail to appreciate just how much risk they take, but they are keenly aware that
investments can sour, and they act accordingly.

Likewise, there is a big difference between public and private debts. Public debts are usually considered
the safest asset in a country. A debt is a promise to pay. To that effect, private debtors must dedicate a part of
their present and future incomes to honour their commitments. If they do not, they face grave consequences,
including jail. Governments are different for two reasons. First, their incomes come from taxes, which can
be raised as need be, within limits of course. Second, governments do not go to jail, they change the law and
can legally default. The upshot is that public debts are considered safe because they are guaranteed by taxes,
not just today but over the decades to come since governments are not expected to disappear. Still, however,
public debts are risky when they are big enough to strain the taxing ability of the government. The risk is a
default, which can be partial, for example when the government announces that it will pay only a part of what
it owes. When the debt is mostly held domestically, a default will hurt the voters, which is a strong deterrent.
But when the debt is largely held by foreigners, it seems almost too easy to just default. In fact, it is not so

easy. First, foreigners can take a government to court. Even though the tradition is that governments cannot
be punished by foreign courts — this is the principle of ‘sovereign immunity’ - it is not an absolute protection
and the jurisprudence is moving against sovereign immunity, at least in the advanced countries. Enforcement.
is often difficult, though. Second, defaulting governments usually lose access to the financial markets, which:
imposes a straitjacket on their future ability to run deficits. All in all, public debts are normally considered
as safe — until they are not. Multiple equilibria arise when the lenders conclude that a government maug%
tempted to default, which is precisely what triggered the Greek crisis and its contagious consequences.
If we think of multiple equilibria as the most serious threat of crisis, we realize that the biggest nsks?f{é: ]
wr

® Bank lending, because banks — at least the large ones — cannot be left to disappear, which encourages
them to take risks pokie
~® Public debts, because governments may feel that a default is their best option.
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public debt, and so on. As the crisis deepened, the share of public national debt in the portl‘olios of banks
continuously increased, another symptom of the fragmentation of the Eurozone banking system already
described in Chapter 18.

The doom loop thus locked governments and their banks in a dangerous embrace. Banks depended on
forgiving government supervision but also on their countries’ public debt reputation. Governments needed
banks to support their bonds and were highly motivated to help them. As long as the good equilibrium
prevailed, calm would be maintained. Unfortunately, a bad equilibrium loomed. A.t any moment, the
financial markets could stop financing a government and the attendant fall in bond prices would trigger a
bank crisis. This is what happened in Greece and in Portugal. Alternatively, the market§ c'ould.consider
a bank doomed. The bank would quickly need public support, which would create a fiscal crisis. This is what
happened in Ireland and Spain. Other countries too could have fallen in the bad equilibrium. Even if the
good equilibrium were to prevail, the precedent of the Japanese crisis of the early 1990s, briefly described
in Box 19.8, meant that the situation was precarious indeed.

Box 19.8 Japan's lost decade(s) and zombie banks

Much like China today, Japan achieved impressively high growth rates in the 1950s and 1960s.
A poor and war-torn country became a rich economic powerhouse that established brand names like
Toyota, Sony and Nintendo. Then growth started to slow down in the 1970s and 1980s because Japan
had caught up with the most advanced countries in terms of technology and productive equipment.
Then growth crawled to a near halt. The Japanese initially called the 1990s the lost decade, but it has
now lasted three decades, as Table 19.1 shows.

Table 19.1 GDP growth and inflation rates in Japan (average % per annum)

‘ Growth ' Inflation
1960-69 10.1 5.4
1970-79 5.2 9.0
1980-89 4.4 2.6
1990-99 1.6 12
2000-09 0.5 -0.3
2010-2019 1.4 0.6

Note: Forecasts for 2018 and 2019.
Source: Economic Outlook, OECD.

In the early 1990s a bubble in asset and housing prices, fed by reckless bank lending, burst.
Arecession dutifully followed. The Japanese authorities reacted by bringing the interest rate to zeroand
by adopting strongly expansionary fiscal policies. Surprisingly, it did not succeed in bringing growth
back. It was gradually realized that a string of weak governments had not forced near-bankrupt banks |
to restructure. Zombie banks', as they were called, were unable and unwilling to lend. As a result, !
monetary policy was unable to restart the economy, since it mostly operates through bank credit. |
More surprising was the ineffectiveness of fiscal policy; maybe it was not expansionary enough to |
compensate the collapse of bank credit. Eventually, the zombie banks healed or disappeared but Japan |
has not been able to return to satisfactory growth (its declining demography is often cited as a reason).
L’l‘he result is that Japanese public debt, at about 240 per cent of GDP, is the world’s highest. P
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value. Again, most banks were deemed in good health, including Dexia, which had to be rescued for the
second time two months later (Box 18.4).

f the global f
ly early on

19.4.4 Stress tests I

’ TR A ; S
i risory Mechanism (SSM), which is under its authority, the
i f the Single Supervisory Mecl : ch |
s Creatlon.o tress tests be conducted jointly with the EBA in 2014. Chapter 18 presents sc:;;e
e demandu}g ; Further tests were conducted in 2015 agd 201()..As a result, a number of banks
T exe;ClSe- erged. This has been somewhat reassuring. It did not help, however, that some
had to be recapitalized or m .

banks failed in Italy in 2017.

5
19.5 What have we learned from the crisis

rtaking with no historic precedent._ It would have been
g2 10 comple.X o ad produced a perfect blueprint for the monetary
The creatior_l of thei::(: (c))f“;ick if the MaaSt::tl;zZ;zite%:s plft)aferences and 1u1gvoidab!e techr‘lical mis.ta‘k.et*s
L exuaordu'la:rg : litical considerations, was always bound to need continuous improv ementf as its
union. In adeFlon, poe The monetary umOnch has been done since 2010. }t is ;.).(?rhaps.sad'thaf C drclliist;:f
were sure to interfer d understood, and mu the flaws have already been identified. It is ele\ en :.3 ioena
e reve?llle(:ea;forms’ particulzilri!; z: correct. This section examines what has been learne
needed to stimula ! mple
till not €O

some improvements are s

d as a consequence.
ortant changes that have been adopte
imp
i the most 1
debt crisis and appraises

19.51 Fiscal discipline and

reation of the Stability
arly on, leading directly to the creatior
Th ; iscipline was
e need for fiscal disciP

) q sntal contradiction: it seeks
he pact guffers from a tun'datmi\:x:t;lv Y
ter 17 explainB tl1mtt ]bul‘. member countries m-&:(l)l:\:lhm‘e SR
and Growth Pact. Chap ; io overnll’\el,]];r which has inviolv:»)(l :(::\Ltml el it s il
. . . 2 n ', e ! are 1S 1n 3 -
to impose discipline on n ‘strend " tion and the
has bee federati
Over the years, the pact A

onsibilities
howevel‘, 15 jon whel'ebU many gOVenunent resp:
Sovereignty. Europe, vernments: create a fiscal union,

cannot bypass national 90 to

' ts.
| and some power over national governmen
dbe es
ion woul
In principle, a clean solutio

SOUIC
: < its own re
o ority with
are transferred to a c€

recognized g

— 18.
= . apter
"“The EBA is explained in Ch

501



502 CHAPTER 19 The Eurozone in crisis

This is a tried and tested solution in many federations such as Australia, Canada, Germany and the USA,
‘Going federal’ in small steps has been suggested many times. It may happen — eventually — but is facing
strong political resistance. It is opposed, often obliquely, by most governments (and parliaments) loath to
give up, or simply share, power. It is also opposed by important segments of public opinion. Indeed, the
crisis has given both ‘Europe’ and ‘Brussels’ a bad name. Even if people do not quite grasp the details of
the crisis, it is plain for all to see that its management has been awkward, as recounted throughout this
chapter. Box 19.9 shows that the impact on trust in the EU has been dramatic. Under such ‘eurosceptic’
conditions, it is most unlikely that a new major step of sovereignty transfer can be taken.

Box 19.9  Impact of the crisis on public opinion

Table 19.2 quotes results from Eurobarometer, a public opinion poll conducted throughout the EU twice
a year on behalf of the European Commission." It displays the proportion of respondents who answered
that ‘they tend to trust the EU’ in the spring of 2007 (before the crisis), in 2014 (in the midst of the erisis)
and in 2018 (most recently available). Results are shown for the EU as a whole as well as, in increasing
order for 2018, for the four countries that polled the four lowest levels of trust, the four countries in the
middle and the four countries with the highest level of trust. The table shows a massive loss in trust in
2014, which has been only partially recovered. The fall has been highest in countries close to the crisis.
Table 19.2 Public opinion and the EU (percentage of respondents who ‘tend to trust the EU’)
| Spring 2007 ‘ Spring 2014 ‘ Spring 2018
EU 57 31 42
Four lowest in 2018
Greece 63 24 27
UK 36 16 30
France 51 34 34
Italy 58 24 36
Four in the middle in 2018
Poland 68 41 46
Belgium 73 45 47
Germany 56 30 49
Latvia 47 42 49
Four highest in 2018 G
Luxembourg 62 36 56 .;7
Denmark 65 45 S S
Portugal . 65 28 PR
Lithuania | 6 | i o B b
Sources: Eurobarometer 67, 81 and 89.
L‘ Results of Eurobarometer polls are available at http://ec.europa.ew/commfrontoffice/publicopinion/index.cfm. J
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cost on bondholders. Beyond the legality and fairness of the process, it could trigge.r anew crisis. As noted
above, banks have acquired large amounts of public bonds. A sizeable restrucFurmg could destroy some
banks and require national governments to once more borrow, this time to f{nall'ce ‘th.e rescues, whu.:h
would defeat the purpose of the exercise. In addition, governments that default find it difficult to borrow in
the future. Finally, it is sometimes felt that a default would break the Eurozone. i :
Opposition to debt restructuring is very strong. When the Greek debt crisis began, restructuring
was proposed and immediately rejected by many governments and by the ECB. Yet, two ye'*ars later, a |
significant portion of the Greek debt was ‘voluntarily’ cancelled by banks in a process called Private Sector ‘
Involvement (PSI), which is presented in Box 19.10.

Box 19.10  Restructuring the Greek debt |

‘In regard to your question on so-called rescheduling, “haircuts” and so forth . . . we are very clgar
we don'’t trust that, provided the two first conditions [implementation of Troika conditions and strict
Troika surveillance] I have mentioned are there, there is a need for restructuring or for haircuts.
And we would say it is not appropriate,’ said Jean-Claude Trichet, then President of the ECB (interview
with the Canadian Broadcasting Corporation, 6 June 2011).

Trichet made this observation following the ‘Deauville statement’: in October 2010, recognizing
that things were not going well in Greece, Angela Merkel and Nicolas Sarkozy came back from a long
walk along the sea and opined that some debt restructuring was unavoidable. This statement took
everybody by surprise and sent a huge shockwave through the financial markets. Right from the start,
the markets had thought that, though painful for investors, such a step was inevitable — hence the risk
premia seen in Figure 19.8 — but the ECB and national governments had been strongly opposed to it.
Now, all of a sudden, debt restructuring seemed possible. But a restructuring needs to be carefully
prepared, and in total secrecy to avoid market panic. Telling investors that they will lose money is a
sure way to create a panic. Obviously, the statement was merely an idea imagined on the Deauville
beach, not a carefully thought-through project.

The Deauville statement met with a great deal of resistance, and not just from the ECB. Meanwhile
other countries were being hit by contagion, Greece had entered into an ever deeper recession and
its debt was rising relentlessly. Indeed, the bailout had not been present but a loan that increased
the debt further, far above its level before the crisis. The logic of debt restructuring was becoming
more compelling. After long negotiations with banks and groups of investors, the restructuring, called
Private Sector Involvement, was agreed at the end of 2011. Almost all of the debt owed to private
creditors, about half of the total, was reduced by some 75 per cent. Investors were willing to accept the
certainty of a large immediate loss rather than the uncertainty of a future, possibly even larger, loss.

Among the losers were two large Cypriot banks, which had accumulated a vast amount of Greek
bonds. A year later, these banks collapsed and Cyprus became the next country under a Troika

programine.
Ay

The high level of debt in several countries demonstrates that the crisis cannot be declared over. One way
or another, these debts will have to be reduced, The official plan A is fiscal discipline. Plan A necessitates
large budget surpluses over a period of many years, decades in fact. Many believe that such a situationis
not achievable and fear that a further crisis will be needed to force the hand of national governments (and

the ECB). Officially, no plan B exists. A number of proposals have been mooted but officials deem them
unrealistic. The likely outcome is simply muddling through. §

19.5.2 Bank fragility

The other lesson to be (re)learned is how fragile banks are. At the global level, new regulations have
put forward by the Basel Committees and enacted in national laws. Supervision has been strengthen
often by delegating it to central banks. Chapter 18 provides the details.
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The obvious reason for this shift is that a crisis requires prompt decision making while the 19 Eurozone
countries cannot collectively deliberate effectively. In addition, the Commission’s mandate is not limited
to the Eurozone, so it has no particular authority in terms of Eurozone affairs. In order to improve
effectiveness, the Lisbon Treaty created the post of President of the Council, but his or her brief also
extends to the whole EU.

The crisis has thus made it clear that the Eurozone needs its own system of governance. For a while,
this role was assumed by the Eurogroup, which brings together the Finance Ministers of the Eurozone.
However, given the importance of the issues that had to be addressed during the crisis, it was decided thi.it
the heads of state and government of the Eurozone countries would meet twice a year. Th‘15 structure is
obviously unable to handle emergencies, because of its size and of the frequepcg of 1t§ meetmgs,‘ although
they may decide to meet more often. At ang’ rate, it does represent a symbolic step given the widespread
S fO;' 1'“;1;9;Og’:)‘;:ilz;esdlgt?g;n advanced and the debate is sure to continue. For instance,
it h:sntl:;zge;fgg(:ested that a new position be created: the Economic and Finance Minister of Europe.

Thi on would have some, as yet undefined, authority to enforce fiscal discipline in Member States,
S pers ,
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contracted in euros. The precedent of Argentina (see Box 19.11) illustrates how disturbing the situation
can become. The other countries would face a strong appreciation, which would severely hurt their
international competitiveness.

A new currency would have to be printed and reintroduced. It took three years to introduce the
euro and it is likely that reintroducing national currencies would also take a long time. How would
transactions be carried out in the meantime?

It may well be that some countries will have to default, but that does not require an exit from the
Eurozone. As a part of the Eurozone, a country is protected from a simultaneous currency crisis
involving serious risks for its banking system.

There is no legal procedure enabling a country to leave — or to be expelled from — the Eurozone;
adopting the euro was meant to be a one-way street.

The crisis has made it clear that the euro architecture needs to be improved, and solutions do exist.

The Eurozone may not be an optimum currency area, but neither is it hugely ill-suited to operating a
common currency. Arguably, the bigger problem has been the mishandling of the crisis.

Box 19.11  Giving up a currency: Argentina in 2001

In 1991 Argentina declared that the peso would be worth US$1 and that this parity would never be
changed. The convertibility law, as the arrangement was called, was solid because it required that the
central bank hold as many dollars as it had issued pesos. Such a full backing of the domestic currency
was meant to make the arrangement unassailable, in theory at least. Over the next few years, inflation
— Argentina’s scourge for decades — disappeared and the economy grew quite fast, as Figure 19.15
shows. People came to see the peso and the dollar as equivalent currencies. However, because inflation
did not quite decline to the US rate, Argentine goods became gradually too expensive and the economy
started to suffer. Without the ability to depreciate and restore competitiveness, the situation became
increasingly desperate. A political crisis set in and, in the midst of intense social turmoil, Argentina
abandoned the convertibility law in late 2001 and defaulted on its public debt.

Figure 19.15 Argentina's real GDP (US$ billion) | -"‘l‘;‘o
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Ultimately, the creation of the euro was partly justified by economic reasons and partly promoted for
political reasons (see Chapter 15). Leaving the Eurozone would not represent a clear-cut economic gain in
the long run and would entail a deep dislocation in the short run, which is why no government is likely to do
so for economic reasons. Politically, one additional lesson from the crisis is that it has evidenced a deep
determination to defend the euro. Many (including key officials of the government elected in 2015) believed
that Greece would exit — and coined the expression Grexit. Grexit nearly happened in July 2015, but in the
end the government stepped back from the brink. Table 19.2 shows how the EU lost the trust of Greek
citizens but another Eurobarometer poll carried out in the Autumn of 2017 indicated that 66 per cent of the
Greek citizens are in favour of being part of the Eurozone, despite the enormous hardship that they sufferefi =
Still, political parties that oppose the EU and the euro appear to be on the ascendancy in nearly all countries.
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The ECB recovered the initiative by declaring its intention to buy, if neede?d, an lnd§f1{11te z'lmount of
distressed public bonds. This declaration brought the acute phase of l‘hev sovereign debt crisis tg 1t§ gnd.

All in all, the Eurozone’s economic performance has been poor and inflation has declined significantly
below the ECB’s own definition of price stability. .

The Eurozone banks and governments have been locked in a ‘doom loop’. Banks bogght large amounts
of domestic public debt in return for lenient supervision. Goverllment§ faced the risk of yet another
bank crisis, but the high debt levels reduced their ability to bail out banks in case of need. ;

The ECB has taken over the supervision function — for large banks only. The ITew European. SUPerYlSOI'Q
Mechanism has conducted a series of stress tests and followed up by requesting the recapitalization of
some weak banks. The fragmentation of European financial markets has declined but has not been fully
eliminated yet.

The crisis has shown that the Eurozone construction suffered from important weaknesses.
These weaknesses include the lack of fiscal discipline in some member countries, t.h.e absence of
Eurozone-wide banking regulation, supervision and resolution, the ECB’s difficult position as lender
of last resort, and poor economic governance. Some progress has been achieved on all these fronts.

The legacy of very large public debts in a number of countries remains a major source of concern.
Solutions exist but they remain politically divisive.

Self-assessment questions

1 Why did bank deregulation create the conditions for a financial crisis?

2 Why were subprime mortgage loans so dangerous?

3 Explain why the phenomenon of multiple equilibria may lead to self-fulfilling crises.

4 List the possible reasons why the sovereign debt crisis has been limited to the Eurozone.
)

Explain why banks and governments have been caught in a situation whereby they can weaken
each other.

6 What are the possible reasons behind the outcomes shown in Figures 19.13 and 19.14?
7 What are stress tests? How are they related to trust in the banking system?
8 Explain the debate surrounding the fiscal multipliers.
9 What is the problem with large public debts?
10 What is the OMT programme? Why has it been so successful?

Essay questions

1 Why has the sovereign debt crisis spread only within the Eurozone?

2 Should subprime lending have been subject to rigorous consumer protection and, if so, what
would you propose? ’ ;
3 Imagine a break-up of the Eurozone. What might be the consequences?

4 Austerity has been a very controversial approach. What else could have been done?
9 Develop the case for (or against) a fiscal union,
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